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EDITORIAL
Speaking before a group of students of
the College of the City of New York,
Dr. Frederick B. Robinson made what
may be regarded as a courageous statement of fact, one that
might be taken to heart by an unfortunately large number of the
students in most American colleges. The occasion was a meeting
of the biology group. According to the daily papers, Dr. Robin
son did his utmost to discourage students who desired to enter
medical schools. There are, it is well known, many more de
mands for admission than the facilities of the medical schools can
grant. It was stated in the press that Dr. Robinson’s concern
over the large number of students desiring to enter the medical
profession was due in part to a yearly survey, which is made at
the college, on professional preferences. For some years, it was
said, students choosing medical and teaching careers had out
numbered all others. The president’s report of last July in
dicated that there had been a substantial falling off in the number
electing to teach and a corresponding increase in the number en
tering scientific fields, with medicine predominating. Upon this
thesis Dr. Robinson based his eminently truthful and frank
remarks. “City College,” he is reported to have said, “is intel
lectually superior to other colleges in the country but is not
fortunate in personality and social prestige. The medical schools
look to see who would be the most gracious practitioners of medi
cine. They look for affability and appearance. In spite of the
increasingly prohibitive scholastic standards, more and more
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students are trying to get into medicine. Unless you are truly
eager to help people, turn your efforts to some other branch of
study.” He advised his listeners who would not be deterred by
his remarks to enter medicine with an eye to research rather than
to practising in an already overcrowded field. “Medicine has
reached the most interesting and most difficult stage,” President
Robinson said. “ It is now based on the ultimate science, and its
students should be thoroughly trained.”

These are brave words addressed to an
“Background” Vitally audience which certainly would not be
Important
flattered. It is not comfortable to
anyone to be told that his appearance and general social fitness
are not sufficiently good to justify him in entering the practice of
any profession. There are not enough members of faculty of
our colleges who will make plain, blunt statements of unvarnished
truth at the risk of offending the student body, but it would be
infinitely better for all concerned if there were more of such simple,
straightforward admonitions. The truth of the matter is that
we seem to be suffering from too much education wrongly placed.
Many years ago a grocer in a New England city complained that
he could not obtain American youth for his shop because all of
them were brought up with the notion that they should accept
nothing in life which would carry the taint of trade. Carpenters’
sons were to be college professors; plow-boys were to be bankers;
at least one son in every family should enter medicine and one
the law. Not even in the grade of society which, in a snobbish
world, was considered the lowest, could one find any offspring
willing to undertake manual labor. New England was becoming
like an army of romance—all officers and no private soldiers. This
condition arose from an ambition, laudable in a way, but it was not
helpful to the perpetuation of industrial and commercial growth.
It is rank heresy in America to think, and it is almost treason to say,
that there can be too much education; but, nevertheless, it is true
that if all the population be educated to do nothing but the highest
type of mental work, we shall starve. Fields must be plowed, shops
must be manned, factories must have operators, else the whole
machine will become top-heavy and lack any motive force. And
it is equally true that, while under the declaration of independence
all men are supposed to be free and equal, there can never be true
equality in ability or even in opportunity. We have, thank God,
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nothing resembling the caste system under our form of govern
ment, but there are differences inherent in youths of all classes.
Some are destined to accomplish great tasks with their minds,
and others must follow their natural bent and employ their
hands to carry on the work of the world. There is an expression
which is anathema to some supposedly advanced thinkers. The
word “background,” or environment, is not supposed, in the
advanced school of thought, to have anything to do with per
sonal accomplishment or the right to accomplish. Yet to think
that is to defy everlasting principles. Whether we like it or not,
there are many people born into the world who can never do more
than be inconspicuous cogs in the wheel. The great engineers who
drive the machine are few—and, indeed, not many are needed.
Someone must give the commands; some one mind must direct,
and it is only the thousandth or the ten-thousandth man or
woman who has the God-given ability to be in charge. But the
spirit of America is such that all of us yearn to be great leaders,
doers of great deeds, and we think of greatness only in terms of
outstanding spectacular accomplishment. We are apt to forget
that the most obscure portion of a machine may be as vital
to success as the controlling lever. What the president of the
College of the City of New York was saying was merely what
most people know at heart—that, though many be called, few are
chosen.
We all respect the hopeful pride of
every parent who expects that his or
her son or daughter will shine with resplendent glory in the deeds
of this world—but that is not to admit that such pride is justified.
If there were no fond parents—and this, of course, is absolutely
heterodox—the world might be better off. Take, for example, the
situation which was considered by Dr. Robinson. In the number
of students before him, there were possibly two or three per cent
who could expect to make a success of a calling so lofty as medi
cine. (We are speaking now, of course, of medicine as it should
be, not necessarily as it is.) Yet the parents of every one of those
students doubtless felt that his or her son was one of the elect and
therefore should be singled out of the multitude and made a pillar
in the temple of a great profession. Unfortunately it is probably
true that the ideal of professional standing was not the only
motive behind these ambitions. There was, undoubtedly, in
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many cases another driving force which, to speak bluntly, was
nothing but avarice. Medicine in the minds of many people has
become a kind of racket and those who arrive in that profession
may participate in unholy profits. Whether this theory be true
or false has nothing to do with the present consideration. It is,
however, generally admitted by the leaders in medicine and sur
gery that many unworthy practices have crept into this noble
profession and are threatening to make of it nothing but a racket,
after all. For every one rascal in the profession there are prob
ably a dozen honest and benevolent practitioners, but the one
guilty and unscrupulous physician or surgeon casts a stigma upon
the whole body. Perhaps among the students to whom Dr.
Robinson spoke there were forty per cent who were well fitted by
background and natural inclination to succeed in commerce.
Perhaps another forty per cent would find their most congenial
and profitable occupation in industry. Of the remaining twenty
per cent there would be men suited by disposition and inheritance
to achieve some success in a score of different callings. Certainly
not more than two or three per cent in any group, either of the
College of the City of New York or of any other institution of
learning, would have those peculiar gifts and that special humane
faculty which are essential in the honest and helpful practitioner
of medicine. Everybody knows of the traditional belief of the
so-called upper classes in England that one son should enter the
army, one the navy and one the church, without any considera
tion whatever of the fitness of any one of the three for the voca
tion to which he was assigned. As a consequence, there have
been many wretched apologies for army officers, not quite so
many failures in the navy—because the navy has a way of making
men efficient in spite of themselves—and, in the church, a sad long
list of inept preachers of the gospel. We are accustomed to think
that we are wiser here in America than our cousins in England; but
in reality we are not. We dedicate young men and young women
to vocations which are entirely alien in spirit to the youths who
enter them. Lately, of course, there has been much more at
tempt to select a career of the character which is congenial to
the spirit and personality of the entrant, but still there remains
the perfectly understandable but erroneous conception that
nothing but the best, as we are accustomed to consider the best, is
good enough for our son or our daughter. It may be added that
if this great profession of medicine had not been over-populated
164
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by inefficient and unworthy men and women the evils which are
so much deplored would never have arisen.
Now, if all this be true of medicine, it is
equally true of the profession in which
we are especially interested. Not many
years ago it was said in these pages that the practice of account
ancy offered a pecuniary reward higher than any other. The
statement was based upon a survey of the income of practitioners
of accountancy throughout the country compared with the aver
age income of lawyers, surgeons, architects, engineers and clergy.
It was also said that while the enormous fees received by many
lawyers and medical men were seldom equaled by the fees of ac
countants, the average income of the accountant was the greatest
of all. These comments, which were undeniably true at the
time, were seized upon by some schools and other institutions as
a text upon which to base inducements to study accountancy and
to enter its professional practice. No statement which has ever
appeared in this magazine has been the subject of more corre
spondence or more debate than those remarks upon the earnings
of various professions. At the same time there spread through
out the country a general sentiment of envy of the fortunate ones
who were numbered in the ranks of this lucrative profession. The
man who had not made a success of his work in an office was
attacked from a score of angles and advised to take up the study
of accountancy and thereby to become so proficient that it would
be merely a short leap from his stool at the desk to the armchair of
the president. Then came the first of the income-tax laws and
accountancy received another boost. Great and, in many cases,
wicked profits were made by men engaged in the field which was
called tax practice. This again stimulated interest in this
esoteric realm of accountancy. It became more and more a goal
toward which to work, and so, as an inevitable consequence, a
great many men and women were driven by misrepresenta
tion and by an over-earnest desire for wealth to seek admission to
accountancy. Many of these men were in the same position as
that described by the president of City College. They had not
the background. They had not the natural gifts of honesty,
analysis, sturdy independence, which are a fundamental part of
the structure of a professional career. Many of them fell by the
wayside before they even entered the door, but some struggled
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through and came into what they believed to be the palace of
success. After a little while they began to find the atmosphere
too rare, and one by one they went out by the same door where
in they came. Yet a misunderstanding of the facts prevails.
Hundreds, perhaps thousands, of young men are now heading
toward accountancy and they will never achieve what they think
they most desire. It is not every good student who has those
peculiar talents which are required to make an accountant, any
more than it is every student who is fitted to practise medicine.
Here and there are men who, whether they know it or not, would
be an ornament to accountancy and would derive a comfortable
livelihood and perhaps something approaching wealth in the pro
fession. They are the men who should be induced to give con
sideration to the adoption of accountancy as a life work.

Of course all these comments will be
answered by pointing to Abraham
Lincoln and other bright stars in the
firmament of mankind, and it will be said that these men had no
background and yet their deeds will live forever. But if we go
back over the history of this country or any other we shall find
that there was only one Abraham Lincoln—and we are not like to
see another. Furthermore, it is not true to say that Abraham
Lincoln had no background in the common meaning of the word.
He had a very wonderful background, and Providence had given
him something which was so transcendent that even without
background he would still have stood forth before the world.
The profession of accountancy is growing year by year in promi
nence and stature and its possibilities extend beyond the horizon.
There will be great need, as there is today, for young men of the
right kind to come into it; but let every college student or other
person who has his eye fixed on accountancy examine himself and
see if he can honestly say that accountancy is that thing for which
he is most richly endowed. Leaving out of consideration the
bright particular stars which shine once in a century, it may
safely be said that the best accountants will be the men who come
from the best homes, with the best background and the best
natural abilities. The education, of course, is necessary, but that
is not the principal factor. To revert for a moment to President
Robinson’s address, we may remind our readers that what ac
countancy wants is able men, honest men and men so utterly
166
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unsusceptible to influence that they will look the whole world in
the face and, when necessary, tell it to go to hell. The man who
wants to be a public accountant, whose desires are based upon
thoughts of great profits, is not the man to whom accountancy
will offer a welcoming hand. But the Spirit of Accountancy
stands at the door looking at the young men as they pass along
the way and to the right man the invitation is ever cordial.
There is room, plenty of room, for those who have the grace and
the knowledge and the personality.
One of the great difficulties which con
Questions in Commer
fronts examiners of accountants is the
cial Law
preparation of questions in commercial
law which shall be neither too technical and difficult nor too ele
mentary. As an illustration let us use one of the questions in a
recent examination of the Institute, which was strikingly similar to
a problem arising in the case of Fay vs. Witte in New York. The
decision of the supreme court, appellate division, was regarded
by many lawyers as against the weight of authority and in the
unofficial answers by Spencer Gordon which appeared in The
Journal of Accountancy, the answer to this question was
written from the opposite point of view from that taken by the
New York supreme court. Mr. Gordon stated that “there are
decisions otherwise.” The case of Fay vs. Witte was taken to the
court of appeals, which is the court of last resort in the state of
New York, and that court reversed the decision of the appellate
court and decided the case with what Mr. Gordon had described
as the weight of authority. This incident led to a certain amount
of correspondence between the board of examiners and Mr.
Gordon and the whole question of the difficulty of the examination
in commercial law was raised. The opinion of the board in this
matter is expressed in letters from one of the examiners and we
believe that the subject is of sufficient general interest to merit
quotation. The examiner who wrote said, “I believe that Mr.
Gordon is sincere in believing that the law examination questions
are too difficult. This belief, if it exists, is not well founded
because the proper way to judge these examinations is by re
sults.” From another and later letter from the same examiner
we quote as follows: “Candidates are not marked on their ability
to guess how the majority of a particular court may have decided
a particular case. Close questions are selected in many instances
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because I believe the examination should be designed to uncover
the candidate’s knowledge of legal principles and his ability to
recognize them in given statements of fact. In assigning credit
the candidate’s reasons for his answer are given great weight.
You correctly concluded that question number 2 of the May, 1933,
examination was based on Fay vs. Witte, 260 N. Y. S. 683. As
you may remember, the dissenting opinion was longer than the
opinion of the court. In the court of appeals opinion, 262 N. Y.
215, about as many cases were cited as opposed to that court’s
decision as were cited in support of it. Thus this was the kind
of close question which I seek. Candidates received high marks
for intelligent discussions of the point at issue regardless of
whether or not they agreed with the appellate division.”

This answer of the examiner emphasizes
admirably one of the underlying prin
ciples which have always governed the
board of examiners of the American Institute of Accountants.
There is no hard and fast answer by which to measure all other
answers in questions which involve an expression of the candi
date’s opinion. What the board of examiners desires is a ques
tion which will test the candidate’s general knowledge of the
subject and afford him opportunity to give evidence of an intelli
gent grasp of the points at issue. Whether the answer agree or
totally disagree with what the board believes to be the correct
answer has comparatively little bearing on the grade given to
any one answer. The board is looking for an expression which
indicates knowledge, even if the opinions based upon that knowl
edge may differ widely from those held by the board itself. In
this principle of latitude the board surely is correct. No
reasonable person would contend that the answers should be
parrot-like and measured by mathematical rule of precision. The
board’s purpose is to pass candidates who know what they are
about and to reject those who have not the knowledge which
would justify them in undertaking professional public work.
Herein lies justice, and from this principle arises a fair judgment
of ability.
One of the most important documents
Audits of Corporate
issued by the American Institute of
Accounts
Accountants appeared on January 21,
1934, under the title, Audits of Corporate Accounts. It consisted
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of a series of communications between the special committee on
cooperation with stock exchanges of the American Institute of
Accountants and the committee on stock list of the New York
Stock Exchange. The correspondence began on September 22,
1932, but was preceded by a great many conferences between
accountants and members of the stock exchange and also by an
address delivered by J. M. B. Hoxsey, executive assistant to the
committee on stock list, at the annual meeting of the American
Institute of Accountants held in Colorado Springs in September,
1930. For many years there has been a growing sentiment in
favor of better understanding of the true nature of corporate
accounts, and it has been the desire of the stock exchange as well
as of public accountants that everything possible should be done
to make corporate reports intelligible to the ordinary reader and
sufficiently informative to enable him to estimate with fair ac
curacy the value of his investments. There has been the most
cordial relationship between the committee on stock list and the
committee on cooperation with stock exchanges. Both commit
tees have been animated by the praise-worthy desire to bring
about reform, not so much in the matter of honesty—most reports
have been honest—but rather in the form of report and
the attainment of clarity. The document to which we have re
ferred was distributed widely by the stock exchange and by the
American Institute of Accountants. Probably most of the readers
of this magazine have already received copies of the pamphlet,
but there is a continuing demand for additional copies and the
circulation of the pamphlet will amount to a considerable
number of thousands.

The pamphlet is introduced by a brief
Accountants’ Recom
note by the president of the American
mendations
Institute of Accountants urging all ac
countants to read the entire series of letters. The letters from
the Institute’s committee are largely concerned with suggestions
for the form of reports and an interpretation of the meaning of
accounts. The committee has dealt with broad principles rather
than minute details. The president of the New York Stock Ex
change on January 31,1933, sent to the presidents of corporations
listed on the exchange a letter requesting that certain data and
explanations be supplied with the reports furnished to the exchange.
All these suggestions were designed to elicit greater information.
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President Whitney endorsed the accounting principles recom
mended by the Institute’s committee. These principles were
five in number:
“ 1. Unrealized profit should not be credited to income account
of the corporation either directly or indirectly, through the
medium of charging against such unrealized profits amounts
which would ordinarily fall to be charged against income account.
Profit is deemed to be realized when a sale in the ordinary course
of business is effected, unless the circumstances are such that the
collection of the sale price is not reasonably assured. An excep
tion to the general rule may be made in respect of inventories in
industries (such as the packing-house industry) in which, owing
to the impossibility of determining costs, it is a trade custom to
take inventories at net selling prices, which may exceed cost.
“2. Capital surplus, however created, should not be used to
relieve the income account of the current or future years of charges
which would otherwise fall to be made thereagainst. This rule
might be subject to the exception that where, upon reorganiza
tion, a reorganized company would be relieved of charges which
would require to be made against income if the existing corpora
tion were continued, it might be regarded as permissible to
accomplish the same result without reorganization provided the
facts were as fully revealed to and the action as formally approved
by the shareholders as in reorganization.
”3. Earned surplus of a subsidiary company created prior to
acquisition does not form a part of the consolidated earned sur
plus of the parent company and subsidiaries; nor can any dividend
declared out of such surplus properly be credited to the income
account of the parent company.
“4. While it is perhaps in some circumstances permissible to
show stock of a corporation held in its own treasury as an asset if
adequately disclosed, the dividends on stock so held should not
be treated as a credit to the income account of the company.
“5. Notes or accounts receivable due from officers, employees
or affiliated companies must be shown separately and not in
cluded under a general heading such as notes receivable or
accounts receivable.”

The efforts within the exchange itself to
induce conformity to the suggestions
bore substantial fruit, and later in the winter of 1933 it was de
cided by the exchange that all listed companies, with the excep
tion of railways, which are under control of the interstate
commerce commission, must subject their accounts to audit by
professional accountants. A form of certificate was suggested
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by the American Institute committee and, under date of January
18, 1934, the chairman of the Institute’s committee was notified
by the stock exchange that this form of certificate had been ap
proved. In its final form this certificate reads as follows:
“We have made an examination of the balance-sheet of the
XYZ Company as at December 31, 1933, and of the statement of
income and surplus for the year 1933. In connection therewith,
we examined or tested accounting records of the company and
other supporting evidence and obtained information and explana
tions from officers and employees of the company; we also made a
general review of the accounting methods and of the operating
and income accounts for the year, but we did not make a detailed
audit of the transactions.
“In our opinion, based upon such examination, the accompany
ing balance-sheet and related statement of income and surplus
fairly present, in accordance with accepted principles of account
ing consistently maintained by the company during the year
under review, its position at December 31, 1933, and the results
of its operations for the year.”

The suggested form of accountant’s
report was accompanied by certain
notes which are of great importance and
should be borne in mind by every practitioner who is concerned
with the certification of financial statements. These notes,
brief but comprehensive, read as follows :
Important Explan
atory Notes

“ 1. It is contemplated that before signing a report of the type
suggested, the accountant should have at least made an
examination of the character outlined in the bulletin,
Verification of Financial Statements, as interpreted in the
communication of the committee on stock list to the
governing committee dated October 24, 1933.
“2. The report should be addressed to the directors of the com
pany or to the stockholders, if the appointment is made
by them.
“3. The statement of what has been examined would, of course,
conform to the titles of the accounts or statements
reported upon.
“4. In the second sentence, any special forms of confirmation
could be mentioned: e.g., ‘including confirmation of cash
and securities by inspection or certificates from deposi
taries.’
“5. This certificate is appropriate only if the accounting for the
year is consistent in basis with that for the preceding
year. If there has been any material change either in
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accounting principles or in the manner of their applica
tion, the nature of the change should be indicated.
“6. It is contemplated that the form of report would be modi
fied when and as necessary to embody any qualifications,
reservations or supplementary explanations.”
In the course of less than two years
since the beginning of the correspond
ence contained in the pamphlet a great step forward has been
taken. A few years ago it might have seemed almost impossible
to bring about so close a rapprochement between an exchange and
the Institute or indeed between any groups of men even with
closely allied interests. All the members of both committees
deserve high praise for the spirit of cooperation which they have
displayed, and it is certain that the understanding which
has been reached will do more to create a sense of security than
anything else that has transpired within recent years. As we
have said, there has never been a universal desire in Wall street
to repress information, but there has been, in far too many cases,
an unwillingness to deal frankly with the public. All that is in
the past. If there be men in the street who still cling to the old
notion of secrecy in corporate affairs they have lost their influence.
The exchange today is entirely imbued by a desire to tell the
public everything that can be told without jeopardizing the in
ternal workings of any one corporation. There is, of course,
always a certain amount of confidential information that could
not be given without injuring the company, but there is no reason
at all why every company should not give a sufficiently explicit
and comprehensive report to make known to the investor and the
prospective investor everything which is essential to a valuation of
securities.

Results of Cooperation

The Sydney (Australia) Morning Herald
of June 30, July 1 and July 5, 1933,
contained reports of the case, Wallera-wang Collieries, Ltd., v.
Brierley and others. This was a case in which the collieries com
pany brought suit against three accountants practising under the
name of Kent, Brierley & Sully to recover damages for alleged
negligence. The matter was of great importance to all account
ants and auditors, not only in Australia but throughout the world.
On the concluding day Mr. Justice Stephen, in summing up, said
that the general burden of proof was on the plaintiff company, but
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if the defendants, in the course of their audit, gave a certificate
that the plaintiff company was in a certain financial position and
that certificate was incorrect, although the defendants honestly
believed it to be correct, then, in those circumstances, the onus
was on the defendants to show that the incorrect result at which
they arrived was not due to some negligence on their part.
Under the first count plaintiff company said there was a retainer
of the defendants to audit, examine, check and report upon the
books, accounts, vouchers, papers and records of the plaintiff
company and to certify as to their correctness. Then there
followed a claim that there was a breach of the contract to take
due care. The contract to take reasonable care was implied by
law when a skilled person undertook to do certain work. There
was no contract in writing, but there was a minute which said
that the defendants had been appointed auditors. Negligence
was generally defined as being an omission to do that which a
reasonable man would do in the circumstances or the doing of
something which a reasonable man would not do in the circum
stances. There was the further point to be noted—that it was
not sufficient for plaintiff to say that defendant was negligent, but
that he had to indicate the specific matters in respect of which
he said the defendants had failed. In this particular case it was
not a question of negligence by an ordinary person or the amount
of prudence required of an ordinary man, but it was a question of
the amount of care which might reasonably be expected of a
person of a skilled profession of accountancy or auditorship. It
was the duty of a skilled person to exercise, diligently and hon
estly, that amount of care which was expected of him according to
the standards of that profession. “Every person,” said a learned
chief justice (Tindal, C. J.), “who enters into a learned profession
undertakes to bring to its exercise a reasonable degree of care and
skill. He does not undertake, if he is an attorney, that at all
events you shall gain your case; nor does a surgeon undertake
that he will perform a cure.” The professional man had to bring
a fair, reasonable and competent degree of skill. The plaintiff
succeeded if the jury was satisfied that there was a carelessness
which was incompatible with the ordinary standard of practice in
the profession. Secondly, the amount of care required might
vary according to the circumstances of the particular case.
Thirdly, there was a difference between a private audit and the
audit of the books of a company. Was there an absence of
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reasonable care by the defendants in failing to check certain lists
of cheques in the minute books? In those minute books there
were lists of cheques passed at the meetings. Secondly, there
were lists of cheques “drawn since last meeting,” and the printed
number of each cheque was always given. In these latter lists,
that was, of cheques drawn since last meeting, the secretary of the
company, on many occasions entered a cheque as being of a small
amount, forged a cheque for a larger sum, cashed the cheque at
the bank and kept the proceeds. He then forged the invoices
and the authorizing initials of such invoices, and the totals of the
actual amounts in the minute books were incorrectly added so as
to conceal the fraud. This, it was submitted, would be quite
obvious to anybody who checked the entry and added it up.
The defendants admittedly did not check those entries. The
question was whether this was negligence or not. Was that below
the standard of care which was required by the practice of the
profession ? The plaintiff company claimed that it was. Having
examined the evidence under this heading and discussed the other
matters in which it was alleged that there had been negligence,
the judge said that in the first instance the claim for damages was
for £17,250 for the loss of the amount of the forged cheques. The
declaration said, “whereby plaintiffs were defrauded of large
sums of money.” That meant large sums of their own money.
His view of the law, which the jury must take for the present, was
that it was not the plaintiffs who were defrauded of their money,
but the bank, and that therefore that money was still in the bank
or rather that the debt which originally arose from the payment
in of the money was still in existence and the bank had to pay it
back. When he first gave that ruling he understood from counsel
that he still indicated that there was some general damage. He
would have to leave that to the jury. He believed that these
particular damages were not covered by the declaration, and
counsel had asked for an amendment under which the jury was
now asked to assess a substantial sum of damages if there was
this negligence, that was to say that plaintiffs had lost the use of a
large sum of money the right to which was thereby concealed.
He also told the members of the jury that they could not give
damages unless it was shown that the negligence of the auditors
was the effective cause of the loss. A person might be negligent
and that might create a set of circumstances which allowed a
second person to be negligent, and from that negligence flowed
174
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loss to the plaintiff. The court directed the jury on the tort
count that it could not find a verdict unless it found there were
substantial damages. The jury retired and considered the
matter for a little more than two hours and then returned a
majority verdict (which was taken by consent of the parties)
for the defendants.

There has been so much public misun
A Judgment of Lasting
derstanding of what does or does not
Importance
constitute negligence on the part of a
professional man that this case should be a highly important
precedent. The opinion of the judge as to what constituted
reasonable care is significant. The gist of the matter lies in the
conclusion of the summing up, in which the court advised the jury
that no damages could be awarded unless it were shown that negli
gence of auditors was the effective cause of the loss. “A person
might be negligent and that might create a set of circumstances
which allowed a second person to be negligent, and from that
negligence flowed loss to the plaintiff.” Evidently the jury con
cluded that there was not negligence and consequently the de
fendants were exonerated. This judgment should dispose of
many of the misconceptions, to use a euphemism, among persons
who like to feel that an accountant or other professional man may
be held responsible for everything which occurs. If the public will
learn that an accountant is responsible only for the matters which
come strictly within his view and those which are the subject of
his certificate or report, we shall be relieved of many of the strike
suits which are threatened or actually undertaken. All that is
needed to protect the professional practitioner is an intelligent
court and a firm determination to fight at whatever cost all at
tempts to lay an undue burden upon the practitioner and to
extort unjust damages.
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By Alexander M. Field

During the business depression many executives were compelled
to effect drastic economies in all branches of their organizations.
The number of employees in many instances was substantially
reduced, while the salaries and wages of those retained were
decreased. Reductions in the personnel not infrequently have
the effect of weakening the system of internal check, thereby
creating opportunities for irregularities, while salary and wage
cuts in times of general financial strain undoubtedly increase the
temptation for employees to take advantage of the internal
weaknesses in the organization—weaknesses which are not always
apparent to the executives responsible for the administration of
the company’s affairs.
In conducting an examination of the company’s records for the
purpose of verifying the annual financial statements, the inquiry
into the system of internal check is, of necessity, limited in scope,
and when inadequacies are noted and reported to the client the
restricted nature of the inquiry should be clearly explained. The
client should also be advised that the weaknesses disclosed provide
opportunities for irregularities, but that, owing to the limitations
of the examination, it is possible that irregularities may exist
which have not been disclosed. Should the client require reason
able assurance regarding the integrity of the transactions recorded
on the books during the period under review, he should be advised
that such assurance could only be given after a detailed examina
tion had been made.
The verifications applicable to financial statements and to the
detailed examination, although differing in their purposes, have,
nevertheless, a number of characteristics in common. In the
revised bulletin issued by the federal reserve board under date of
May, 1929, relative to the verification of financial statements, the
scope of the work indicated is as follows:
“A verification of the assets and liabilities of a business enter
prise at a given date,
“A verification of the profit-and-loss account for the period
under review, and
“Incidentally an examination of the accounting system for the
purpose of ascertaining the effectiveness of the internal
check.”
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The scope of the detailed examination may be briefly indicated
as follows:
An inquiry into the prescribed accounting procedures and the
system of internal check for the purpose of ascertaining its
effectiveness or insufficiency,
Test-checks of cash and other transactions during selected
periods for the purpose of determining whether or not the
transactions are of a regular nature and are properly author
ized and supported by documentary evidence, and
Adequate inquiries for the purpose of ascertaining whether or
not the company’s prescribed accounting procedures are
being followed by the employees.
The principal characteristic common to both classes of examina
tions is the inquiry into the accounting procedures and the system
of internal check. This inquiry, however, being merely incidental
to the verifications in the first type of examination, is not as
comprehensive as in the second class of examination, where the
inquiry into the accounting procedures and the system of internal
check is of primary importance. The practices followed, how
ever, by the auditor in carrying out certain verifications have
many points in common in both classes of examinations. For
example, the verification of financial statements requires an
analysis of the property accounts for the period under review,
and such analysis is supplemented in the case of additions by an
inspection of purchase orders, receiving slips, invoices, payrolls
and other data. These data support the cash disbursements,
and in a detailed examination the same kind of inspection is made
of disbursement vouchers. The verification in the first instance,
however, is made primarily for the purpose of establishing the
propriety of the charges to the property accounts for a given
period, whereas in the detailed examination the verifications are
carried out with a view to seeing that:
(a) The disbursements are supported by essential documentary
evidence and are properly authorized,
(b) The expenditures have been charged to appropriate
accounts, and
(c) The prescribed accounting procedures of the company have
been observed.
In the illustration cited the verification of the charges to the
property accounts under both classes of examinations achieves
one common result in that the propriety of the charge is estab
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lished, but the method of approach by the auditor is dissimilar in
that in the one case he commences with a balance representing a
number of transactions which have to be traced back to their
sources, whereas in the second instance he commences at the
sources and builds up to the balance. Thus, the auditor engaged
in the verification of financial statements is confined to an analysis
of balances of a certain date and the verification of the component
parts of these balances, whereas in the detailed examination he is
primarily concerned with individual and disassociated transac
tions, some of which only are component parts of the balances
which would be confirmed in the verification of financial state
ments.
The detailed examination, being concerned with individual
transactions, proceeds chronologically within specified periods,
and all transactions of particular kind within that period are
subjected to verification. As this verification also includes an
inquiry into the classification of these transactions, errors of
commission and omission, if they exist, should be disclosed. The
disclosure of such errors in the course of the verification of financial
statements is less probable, because the transaction erroneously
recorded may not be a component part of the balances analyzed.
For example, disbursements made for property additions might
erroneously be charged to raw-material purchases or to an ex
pense account, and such charges would not be revealed by an
analysis of the property account. They might, however, be
disclosed in the verification of financial statements through an
inventory shortage or by a comparison of periodical expense
ratios, provided the expenditures were of substantial amount.
The detailed examination should, however, disclose such errors,
provided the transactions were in the period selected for ex
amination.
A verification of the profit-and-loss account in the examination
of financial statements is quite general in its nature and consists
principally of a review of the various income and expense accounts
and a comparison in amounts and ratios with those of prior years.
The detailed examination, however, is not so much concerned
with the profit-and-loss account and the reasons for variations in
the comparative periodical results as it is with the cash receipts
and disbursements and related transactions.
Irrespective of the uses which may be made of financial state
ments, it may be said that they serve one general purpose in that
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they set forth the approximate financial condition of a company
at a given date and indicate its operating trends over specific
periods. The general purpose of the detailed examination, on the
other hand, may be stated as being primarily one of protection
and the auditor ascertains whether or not this purpose is being
attained by (a) inquiring into the accounting procedures and the
system of internal check in force, pointing out weaknesses in it
and suggesting corrective measures for them, (b) making test
checks of the recorded cash and other transactions and (c)
determining whether or not the prescribed procedures are being
observed. Changes or revision of the accounting procedures by
the auditor are not, however, included in the scope of a detailed
examination, and the auditor has performed his function when he
has advised his client of the weaknesses disclosed and has sug
gested the remedies. In making his recommendations, however,
the auditor should be careful not to suggest remedies which
would affect procedures considered satisfactory in departments
other than the one susceptible to criticism.
Apart from losses which may arise from fraud or accounting
errors, a company may suffer losses as a result of waste, neglect,
inefficiency and other shortcomings. The possibility of losses
through fraud or accounting errors is generally given considerable
attention by the executives of an organization, and various pro
tective measures are adopted to prevent or detect and recover
such losses as might occur. The protective measures generally
comprise one or all of the following:
(a) Installation of adequate accounting procedures and system
of internal check,
(b) Internal or external detailed examinations,
(c) Bonding of officers and employees.
Losses arising as a result of waste, neglect, inefficiency and
other shortcomings are not in many cases given the same careful
attention by executives, possibly for the following reasons:
(a) Dishonesty of employees is not involved,
(b) Losses of this character are linked with the ordinary
operations and can not be identified in the recorded data
in the books of account.
The detection and elimination of this type of losses is the
function of internal control, and this is accomplished by the
adoption of trustworthy standards and measures and the prepara
tion of statistical data. These data should be prepared in com
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parative form by the employees of the company and the periods
covered should be of relatively short duration, such as a week, two
weeks or one month. The comparative statements should indi
cate departmental or group trends and such trends would, natu
rally, be much less general than those indicated by the periodical
profit-and-loss account.
If the standards and measures developed by an organization
are sufficiently comprehensive and the statistical data are
subjected to careful study, they should indicate the sources of
and the reasons for internal losses not readily discernible through
a study of the general profit-and-loss accounts. The study of
standards and measures, however, should not be confined solely
to those developed by the company’s own organization but should
be extended to published or otherwise available data affecting
similar organizations. For instance, the budget, which is an
important part of an adequate system of internal control, is
predicated to a considerable extent upon conditions outside a
company’s control. The sales estimates, e. g., should be based
upon a study of the local and general economic, financial and
industrial conditions, while the competitive factor and customer
preferences should be given careful consideration.
In the detailed examination, however, the auditor is concerned
primarily with the accounting procedures and system of internal
check and is, therefore, not expected to extend unduly his inquiries
into the other features of the system of internal control. This
class of examination, however, presents him with opportunities
of ascertaining whether or not the executives are being supplied
by the internal organization with accurate and valuable analytical
and statistical data, and, if he finds that the system of internal
control is not developed beyond an adequate system of internal
accounting check, he has an opportunity of rendering a service in
pointing out such deficiency.
The foregoing discussion indicates, briefly, some of the distinc
tions between the two types of examination, as well as the results
which may be expected by the client. The distinctions made,
however, are not always clearly recognized by business executives,
and it is probable when their financial statements are checked by
outside auditors that they fully expect to secure the protection
obtained from a detailed examination. It is, therefore, essential
that the auditor before commencing an examination clearly
indicate to the client the distinctions between the two classes of
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examinations and the results which may be achieved by each, so
that the client may be guided in determining the scope of the
examination.
In recent years there has been a growing recognition of the need
for and value of budgetary and other internal business controls,
as well as the necessity for adequate accounting procedures and
system of internal check. It may be reasonable, therefore, to
expect a greater demand for detailed examinations than has
heretofore existed, and for this reason it may not be amiss to point
out some of the essential features of this type of examination.
The principal benefit of a detailed examination to a client is
derived from the assurance by the auditor that adequate safe
guards against irregularities have been provided. Disclosure of
fraud is not in itself a constructive accomplishment except that
it may result in the possible restoration of misappropriated funds
and in the prevention of similar losses in the future.
If the foregoing premise is accepted, it follows that test checks
of the cash and other transactions should be determined on the
basis of the inquiry into the accounting procedures and system of
internal check in force. It should not be overlooked, however,
that in spite of an adequate system of internal check there always
exists the possibility of collusion between employees or collusion
of employees with interested parties outside the organization, and
that such collusion may surmount the best safeguards. How
ever, it may be safely stated that irregularities are more frequently
committed individually than jointly, and the individual irregu
larity can usually be guarded against by adequate accounting
procedures.
The principles underlying accounting procedures and embodied
in the system of internal check are fundamentally the same in all
types of business, but the practical application of these principles
may vary in different types of organizations. For instance, the
methods of a financial institution are not similar to those of an
industrial organization, but the purpose of the internal check in
both classes of business is alike.
The limitations imposed upon discussion of this kind preclude
the possibility of dealing with the application of all phases of
internal check in the different types of business, but its purpose
may be served by confining it to a few illustrations characteristic
of a manufacturing concern. Before presenting the illustrations,
it should be pointed out that with the adoption of machinery for
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productive purposes, the need for a greater division of labor and
a wider diffusion of duties and responsibilities was greatly in
creased. Such division has generally developed along functional
lines and in a manufacturing business the duties and responsibil
ities attaching, for instance, to the purchase of materials for
manufacturing purposes and the sale of the finished product
would be divided somewhat as follows:

Purchasing department—
Orders raw materials or supplies required for production, on
the basis of its knowledge of the best markets, quality of
merchandise, prevailing prices and supplier’s terms.
Receiving room—
Receives and checks merchandise ordered by the purchasing
department or returned by customers. The duty of
inspecting the merchandise for quality is generally dele
gated to a department better qualified than the receiving
room for this task.
Accounting department—
Compares description and quantities of the merchandise and
the price and terms shown on the invoice with the relative
data on the purchase orders and receiving reports.
Treasurer’s department—
Issues cheques in payment of the invoices after they have
been properly approved and vouched.
Production department—
Requisitions, from the storeroom, raw materials and supplies
for use in the production of the finished commodity.
Sales department—
Obtains orders from customers for the finished product.
Credit department—
Passes upon credit terms of sales orders obtained by the sales
department.
Shipping department—
Ships the merchandise on basis of instructions contained in
shipping orders prepared by sales or other department.
Billing department—
Prepares invoices for merchandise shipped.
Treasurer’s department—
Receives collections from customers and deposits them in
bank.
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Accounting department—
Records the accounting transactions on the books.
It will be noted from the foregoing illustration that the func
tional duties and responsibilities attaching to the various steps in
a single transaction have been delegated to separate departments,
so that no one department has control over all the operations rela
tive to a single transaction. Furthermore, the department whose
operations interlock with those of a preceding department exer
cises a check over the operations of its predecessor, so that de
partures from prescribed procedures should be detected and the
possibility of irregularities thereby be minimized. Thus, if in the
foregoing illustration the credit department failed to approve the
credit terms of an order obtained by the sales department, ship
ping instructions should not be issued by the department to whom
the duty of preparing shipping instructions has been assigned.
In order to obtain the maximum benefits from internal check,
proper methods should be adopted and suitable forms and records
installed. For example, if the receiving clerk is furnished with a
copy of the purchase order or vendor’s invoices, obviously he is
informed of the quantity and description of the merchandise to
be received and an inefficient or careless receiving clerk might
avoid the task of thoroughly counting or inspecting the goods.
If, on the other hand, the purchase order or invoice is not sub
mitted to him, he is compelled to count and inspect the merchan
dise in order to record properly its receipt.
In carrying out the detailed verifications the auditor, unless
specifically restricted by the client, should endeavor to obtain a
knowledge of all of the accounting procedures in force, and in
furtherance of this objective he should not confine himself to
inquiry alone but should trace the procedures involved in the
transactions from their origin through the successive steps to
completion. In doing this, the various departments in the
organization should, of course, be visited, so that general observa
tions may be made. In the examination of a voucher, for ex
ample, the supporting documents may indicate that adequate
safeguards have been provided and that the prescribed procedures
have been observed. The quantities, description and price of
the merchandise appearing on the purchase order and the receiv
ing slip may be in agreement with the information on the related
invoice, but the question arises as to the method employed by the
receiving clerk in obtaining the information appearing on the
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report prepared by him. The following methods suggest
themselves:
(a) Independent count and inspection of the merchandise,
(b) Quantity and description obtained from copies of the pur
chase order or invoice, supplemented by approximate
count and superficial inspection of the merchandise
received,
(c) Quantity and description obtained from the packing slip
accompanying the merchandise, supplemented by ap
proximate count and superficial inspection of the mer
chandise received,
(d) Quantity and description obtained from the copy of the
purchase order or invoice or from the packing slip
without verification.
It is obvious that an examination of the receiving report alone
will not disclose which of the foregoing methods was followed by
the receiving clerk, and the auditor, therefore, would not be
justified in assuming without further inquiry that the company
had actually received the merchandise for which it had paid.
It is evident that no satisfactory verification of a transaction of
this nature can be made without a study of the methods employed
in the receiving room.
Of the four methods mentioned the first is obviously the desir
able one to follow, inasmuch as it insures disclosure of variations
in quantities and kind of merchandise. Furthermore, it pos
sesses the merit of continually testing the accuracy of the em
ployees in the receiving room and is effective in raising the
efficiency of that department. The second and third methods are
faulty because they furnish the receiving department with infor
mation which that department should supply independently.
As a result, the duties assigned to the receiving department may
be carried out in a perfunctory or careless manner. A receiving
department is not organized merely to take delivery of mer
chandise, but its principal duty lies in determining the condition
and quantity of the merchandise received. This duty may be
partly or wholly neglected if the receiving department receives
advance information as to quantity and description of the
merchandise through the media of purchase orders, invoices or
packing slips. It will be apparent that the company can partly
prevent a weakness of this kind by discontinuing the practice of
forwarding copies of purchase orders or invoices to the receiving
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department. The company, however, has not the same control
over the packing slips, as they originate outside its own organiza
tion, but it may request vendors to discontinue the practice of
enclosing packing slips with the merchandise. It is doubtful if
this request would at all times be observed, and, if packing slips
were still enclosed, observations made by the auditor in the
receiving room should indicate whether or not the receiving
clerks are actually carrying out their duty by counting and
inspecting the merchandise received or are being influenced
by the information contained on the packing slips. The
fourth method is clearly without merit and needs no further
discussion.
On occasion the auditor may be able to infer from the examina
tion of the receiving slips attached to invoices that they have not
been prepared as a result of actual count or inspection of the
merchandise, but that they have been developed, at least in part,
from information furnished to the receiving clerk. For example,
if the vendor’s invoice covers a shipment of a large quantity of
small units, such as screws, bolts or nuts, the actual count of
which would consume more time than is warranted by the value
of the merchandise and it is found that the number of units on the
receiving slip is in exact agreement with that appearing on the
invoice, the inference might be drawn that the indicated count
was not an actual one. This inference should, of course, be
followed by inquiry into the practices of the receiving room.
Although in cases similar to the one described the difference in the
quantities billed by the vendor and received by the client, when
expressed in terms of money, may not warrant an actual count,
an approximate count should, nevertheless, be obtained by
weight. If this method is adopted and the weight, say of 100
units, is ascertained, the number of units in the entire shipment
can be approximately determined by dividing the weight of 100
units into the total weight of the entire shipment, with due al
lowance for tare where necessary. It is reasonable, however, to
assume that this method will seldom show quantities in exact
agreement with those shown on the invoice, and, in the absence
of any variation, there is justification for inferring that the receiv
ing clerk has informed himself by reference to copies of the pur
chase order, invoice or packing slip regarding the quantities to be
received. If this procedure has been followed the approximate
figures only should be shown on the receiving slip and the method
185

The Journal of Accountancy

of arriving at the approximation should be clearly indicated by
the receiving clerk.
The following example will serve to illustrate further the value
of a critical inquiry into the procedures:
The verification of the payroll may disclose that (a) the men
employed register their time on a time clock, (b) the payrolls are
prepared from the time-clock cards and authorized rate cards,
(c) the payroll is properly prepared, checked and approved, and
(d) the cheques or cash are distributed by employees other than
those engaged in the preparation of the payrolls. In short, the
procedures on their face may appear to be satisfactory, but in
quiries may disclose, for instance that the duty of delivering the
pay envelopes to the men has been delegated to the foreman. If
it is further found that the same foreman has authority to employ
and discharge the men in his department, it becomes obvious that
if he is dishonestly inclined he may pad the payroll. A weakness
of this kind, however, would not be apparent from a mere exam
ination of the payroll records. If fictitious names are being
entered on the payroll as a result of conditions such as those
indicated or other conditions, the auditor might disclose the facts
if, during the course of the examination, he cooperated with the
company’s auditing department in distributing the pay envelopes
to the employees at their respective places in the factory or made
a surprise visit to the factory and ascertained whether or not the
employees reported to be at work on the day of his visit were
actually present in the factory. Payroll padding is not an un
common practice and its disclosure through an examination of
the records alone is not at all certain.
A discussion of the value of an inquiry into the procedures
could be extended to considerable length, but the foregoing il
lustrations may suffice to indicate the direction which the audit
or’s inquiries should take. It might be stated, however, that
the procedures in relation to cash receipts and disbursements,
shipping and billing, stock keeping, cost finding, credit granting,
etc., are all pertinent to an effective detailed examination.
Supplementing the inquiries into the procedures, the auditor
will, of course, make test checks of the documentary evidence
supporting the transactions recorded during the period under
review. The examination of documentary evidence supporting
transactions should be thorough, and, inasmuch as the points to
be considered are quite numerous in the verification of certain
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transactions, a well-defined program should be developed before
proceeding with this section of the work. The extent of the ex
amination of documentary evidence in support of the recorded
transactions should be predicated upon the results of the inquiry
into the procedures, but, as a general rule, it may be stated that
the examination of these documents may be confined to test
checks of transactions within specific periods, i. e., if the review
is to cover a period of, say, twelve months, the transactions in
certain selected months only may be verified, and, if no irregu
larities are disclosed, the client may be prepared to assume that
transactions in the periods not chosen for verification are free
from irregularities.
As examples of the numerous matters to which attention should
be given by the auditor in the examination of documentary evi
dence, the following two illustrations may be presented:
A. Disbursement vouchers:
(1) Inspection of the voucher for approvals by the
officers or employees to whom this duty has been
delegated.
(2) Impression on the documents of a “paid” stamp or
other cancellation mark as a protection against
their re-use for irregular purposes.
(3) Comparison of the relative cheques paid and returned
by the bank with the voucher as to payee and
amount.
(4) Comparison of name of payee and amount on the
voucher and cheques with the relative entries in
the voucher register and cash-disbursements book.
(5) Comparison of the amounts on the invoices with
those recorded on the voucher.
(6) Comparison of the distribution of the charges indi
cated on the invoices with the distribution appear
ing on the voucher.
(7) Test-checks of the extensions and footings of the
invoices and the footings of the vouchers.
(8) Comparison of the quantities shown on the invoices
with those recorded on the receiving slips, supple
mented by an examination of the receiving slips
for the purpose of seeing that they have been prop
erly signed by the receiving clerk.
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(9) Comparison of the prices, rates of discount and terms
appearing on the invoices with those recorded on
the copies of the purchase orders.
(10) Inspection of the invoices with a view to seeing that
the company’s internal check is functioning as to:
(a) Approval of price,
(b) Clerical accuracy checked,
(c) Terms checked,
(d) Final approval for payment,
(e) Classification of charges.
B. Payrolls:
(1) Comparison of the working time of the employees as
recorded on clock cards, time books, etc., with
the number of hours entered on the payroll sheets.
(2) Inspection of authorizations for overtime or irregular
working hours.
(3) Comparison for several wage periods of employees’
wage rates shown on the time sheets with a view
to noting any changes in such rates.
(4) Inspection of selected authorizations for established
wage rates or changes therein, and comparison with
the relative rates appearing on the time sheets.
(5) Verification of the payroll extensions and footings.
(6) Inspection of the payroll for approvals by the officers
or employees delegated to this duty.
(7) Inspection of the payrolls and auxiliary records for
the purpose of seeing that the company’s pre
scribed procedures are being observed by the
employees.
The foregoing examples do not include all the points to be con
sidered by the auditor in an examination of vouchers and pay
rolls, but the illustrations may serve to indicate the need for con
siderable care and imagination on the part of the auditor in
developing his program of work.
The auditor, during the course of his examination, may discover
indications or obtain definite knowledge of irregularities; in either
case he should guard against indiscreet discussions with the em
ployees regarding his suspicions or findings. The disclosures
should be made to responsible officers of the company, and only
after exhaustive investigation, so that the exact nature of the
irregularities suspected or disclosed may be clearly pointed out.
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The extent of the test-checks should be clearly indicated, to the
end that the officers may exercise their judgment as to whether
or not the examination should be extended beyond the limits
originally contemplated.
It will generally be found desirable to postpone until comple
tion of the examination discussion of irregularities other than
those of a fraudulent nature or of sufficient importance to warrant
immediate action. Clerical errors or errors of omission should
not be given undue emphasis in discussions with the officers,
inasmuch as complete absence of such errors can not reasonably
be expected. Moreover, if undue emphasis is placed upon
clerical errors or petty errors of omission, the employees of the
client may feel that they are being unjustly criticized and in
subsequent examinations may not cooperate as willingly as the
auditor desires. If, however, the errors are of frequent occur
rence, inefficiency of employees or a developing carelessness is
indicated, and this condition should be called to the attention of
the officers.
If the premise be accepted that the most important feature of
a detailed examination is the inquiry into the accounting pro
cedure and system of internal check, it follows that, in the absence
of any disclosures of fraud, the auditor’s report should primarily
deal with the weaknesses in the procedures and the remedies
for them. In dealing with clerical errors or errors of omission,
a complete enumeration is not always desirable, as a few illustra
tions of each type of error will, as a rule, suffice to indicate to the
officers the nature of the errors and the department responsible
for them. All errors disclosed during the course of the examina
tion should, however, be pointed out to the company’s auditor,
or other responsible officer or employee, so that action may be
taken to eliminate, if possible, errors in the future.
A client is generally more interested in what has been found
than in what has been done by the auditor, and this attitude in
dicates how the report to the client should be framed. The
audit program, therefore, might well be set forth in a supple
mental memorandum following the main body of the report deal
ing with the findings and recommendations of the auditor. Any
criticisms contained in the report should be of a constructive
nature, and comments relative to exceptions taken by the auditor
to the prescribed procedures should state the reasons for the
exceptions and furnish suggested remedies.
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In the foregoing comments no program for a detailed examina
tion has been presented and the remarks have been confined to
a limited discussion of only a few of the verifications essential to a
satisfactory examination. The examples given are indications
of what should be done by the auditor and are not in themselves
complete. The purpose of the article has been to demonstrate
that the detailed examination possesses considerable constructive
value to the client in addition to the assurances that he may
expect regarding the accuracy of the records of transactions. It
might be added that this kind of examination is also of consider
able value to the auditor and his staff. It is concerned with the
sources of the transactions which are being verified and the
inquiries into the procedures are instructive as they furnish in
formation relative to the clients’ business and its problems. It
follows that the auditor trained to the habit of inquiring into
procedures and tracing the transactions back to their sources
should be better equipped to carry out the verification of financial
statements than the auditor having no experience in the detailed
examination.
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Unrecognized Opportunities for
Public Accountants in the Municipal Field
By G. Charles Hurdman

Much has been written of late indicating the awakening interest
of public accountants in the possibilities offered by the municipal
field. Whether this has been stimulated by the scarcity of fees
from the usual remunerative commercial practice or whether it
springs from a real desire to be of public service is not known.
Whatever the motivating force, both accountants and govern
mental agencies should benefit if the interests of the profession are
sufficiently engaged.
Several recent public addresses on various phases of the subject
of independent accountants and municipal accounting have
indicated a growing appreciation of the possibilities of this type of
practice.
Lloyd Morey delivered an excellent paper on the subject of
“ Municipal and governmental accounting” at the annual conven
tion of the American Institute of Accountants at New Orleans.
I have read it, as subsequently published in The Journal of
Accountancy, with intense interest. Except for passing refer
ences, however, Mr. Morey may be said to have restricted himself
to the limitations implied by the term “accounting” or perhaps to
the even narrower concept implied in the word “auditing.”
This article is intended to direct further attention of public
accountants to some of the specific financial problems of munici
palities. It is hoped that the interest which may be aroused will be
of sufficient intensity to bring about a serious study of public af
fairs and result in more members of the profession, in public prac
tice, fitting themselves to be of service in this direction.
Accountants have not hitherto been attracted to the municipal
field, probably because of lack of understanding of its possibilities
and possibly because of a consciousness of lack of equipment on
the part of many of them who consider that it is a field most
properly left to specialists.
It is unfortunate and yet true that many accountants whose
practices have included municipal work have failed to perceive the
possibilities of service which were opened to them and in con
sequence have not grasped the opportunity at hand for public
usefulness as well as professional advancement.
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In view of these circumstances, it is not surprising that neither
municipal officers nor the public generally has turned to the
independent accountant as one peculiarly fitted to assist govern
mental units in their financial problems and policies.
The truth of the statement that accountants themselves have
not recognized their opportunity is evidenced by the fact that,
when municipal practice is discussed in a gathering of accountants,
the discussion invariably turns to such topics as competitive
bidding, routine audit procedure, certified public accountants
versus state department auditors, and similar vexing sub
jects.
Municipal budgets are usually prepared either by the fiscal
officer or by the legal advisor, neither of whom in many cases
possesses any peculiar training or ability to fit him for this re
sponsibility. Likewise, the operation of the budget for the ensu
ing fiscal period may be left in the hands of persons only dimly
conscious of its nature and possibilities.
Public accountants accept budgetary control as a necessary
part of efficient commercial management. Much that is good in
commercial budgetary practice seems to be forgotten in govern
mental work, however, where the advice of public accountants is
seldom available or sought. Municipal budgets, for example,
are considered as being available for expenditure up to the limits
stated, as soon as confirmed by the legislative body. The budget
becomes the end rather than the means. It is not emphasized
that appropriations are permissive but not mandatory. In fact, it
is forgotten that, even if an entire appropriation were intended to
be expended, this could only be done to the extent that the collec
tion of revenues would permit.
Budget-making requires trained municipal fiscal experts. The
municipality should plan as part of the budget-making process
the control which is to be exercised through the budget. To ac
complish this it may be necessary, for example, to allocate certain
large appropriations on a monthly basis rather than as lump sum
appropriations for the entire year. For several years past, wel
fare appropriations might well have been so apportioned. A de
partment head operating on prearranged allotments must take
account each month. This method prevents the uncontrolled
squandering of a year’s appropriation in four or five months,
thereby leaving the fiscal officer at his wit’s end to provide funds
for the balance of the year.
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The value of comparisons with prior years may easily be over
rated, as conditions are frequently unlike. It is essential, there
fore, that the budget maker base his estimate on a real insight into
the coming year’s operations, rather than on past totals. Cost
records, wage and commodity-price trends, work programs and
other supplemental information should be of material assistance
to the budget-making officer.
The futility of using past years’ totals as the sole guide may be
exemplified by a departmental equipment appropriation for one
year which included a substantial sum for a large piece of equip
ment and for several smaller items. In three successive years the
municipality allowed approximately the same gross appropriation
under this code; and, strange as it may seem, the department head
contrived to spend it. When the weakness of this type of budget
making was pointed out, the following year’s appropriation was
cut to one tenth of the amount previously allowed.
Members of the accounting profession, who, figuratively speak
ing, have their hands on the business pulse of the state and nation,
are in an advantageous position to obtain data of assistance in
forecasting distributive shares returnable to municipalities of
franchise, bank, mortgage, income and other state and federal
revenues.
Willful over-estimates or under-estimates of expenditures and
revenues are favored means for manipulating tax rates. These
are apparent to trained men. Municipal officers are generally
credited with having done a good job if they live within their
budgets. The public could be more certain that the credit for
efficiency was justified if they had as additional evidence the
testimony of independent experts that in the first instance the
budget had been fairly and properly prepared.
The fiscal advisor of the city should constantly note the prog
ress of tax and other revenue collections; and when serious
variations from estimates are observed, he should be prepared to
direct economies or arrange for necessary financing.
The commercial outlook of the accountant is not usually shared
by officers. This should make the independent practitioner,
therefore, particularly valuable in appraising the operating results
of traction, light and power, water and other similar ventures
which are now frequently operated by municipalities.
In capital, even as in current budgetary procedure, the public
accountant who is qualified to serve as a trained fiscal advisor
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may render a unique service. Every municipality should follow
a broad basic capital plan or budget in authorizing and financing
its permanent improvements. The long-term nature of this work
and the frequent changes of administration, due to the turns of
political fortunes, make the independent accountant, who should
survive these comings and goings, particularly valuable. Only by
such a plan, administered without preference, may the effects of
politics, vested interests and noisy minorities be steadfastly
counteracted.
A capital budget plan providing for possibly fifty or more years
should only be adopted upon the assurance that the necessary
studies have been carefully, intelligently and comprehensively
made. Regional plans, population trends and other factors
should all be coordinated. The public should be widely and com
pletely informed as to its provisions and implications, and the
plan should have public approval, by referendum or otherwise,
before adoption.
An essential feature of a capital budget should be its flexibility,
permitting increases or decreases in the volume of capital work as
conditions warrant. Such a budget should, of course, be con
stantly checked and adjusted on the basis of actual results against
estimates.
The plan would include a forecast of long-term financing and
sinking-fund provisions. I shall deal with these two subjects
more fully under their respective captions.
The capital accounts generally may be described as recording
the cost of properties acquired from the proceeds of bond sales and
the liabilities relating to these bonds or the funded debt. The
idea that municipal bonds are secured by a lien or, if you will,
mortgage, on the physical properties owned by the city is a mis
conception. With the exception of tax-anticipation certificates
and other special issues, general city bonds are secured by the
taxing power of the city and not by city-owned properties. This
fact makes apparent the fallacy of showing city properties on
the capital balance-sheet as resources from which bonds may be
matured. Actually, current or sinking funds will provide for the
payment of these bonds when due.
Many municipalities do a large part of their own construction
work without recourse to outside contracts awarded on the basis
of competitive bids. If a municipality does its own work, a
trained accountant is especially well qualified to determine if the
194

Unrecognized Opportunities in the Municipal Field
costs are fair, and if they are comparable with the cost of open
market work of the same standard.
Too frequently the proceeds of bond sales are considered
as being entirely available for expenditure. A careful hand
at the financial helm would see that unused balances (pro
vided long-term bonds are sold in advance of actual con
struction) are as great as conditions permit and that they are
returned to the sinking fund to meet maturities of the respective
issues.
The terms of bonds or sinking-fund provisions contained in the
ordinances should provide for serial maturity or orderly retire
ment within a period estimated to represent the useful life of the
improvement. Land acquisition costs, where the useful life is
considered as perpetual, should be spread over somewhat longer
terms but in no case exceeding fifty years.
Bond ordinances should be drawn with regard to expert finan
cial and accounting advice on the trends of the capital markets.
Construction in some instances may be financed by small issues of
temporary certificates, later to be funded by long-term bonds; or it
may be advisable to sell long-term bonds in advance, notwith
standing the attendant necessity of leaving large amounts of funds
on deposit at bank interest rates, which are usually lower than the
bond rates.
Having covered some of the problems relating to capital ex
penditures, it may be well to discuss those connected with the
financing of a separate group of permanent improvements which
are not chargeable in their entirety against the capital budget.
There is much room for constructive thought in relation to the
financing and apportioning of the cost of local improvements.
If widely circulated opinions are justified, frequently the propor
tion of special assessments borne by abutting property owners and
the proportion borne by the municipality are determined by other
than equitable considerations.
A capital budget, as I have said, would ordinarily designate
certain highways, plazas and other improvements as city wide
projects. In ordinary circumstances these would be financed
100% from the proceeds of bond sales. Improvements of a purely
local character, on the other hand, are apportioned between
abutting property owners and/or the district of assessment
and/or the city at large. The basis of these apportionments
should be uniform and scientific.
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Standard specifications may be adopted for certain types of
streets, side-walks, curbs, sanitary sewers and other assessable
improvements. If for any reason it becomes necessary to depart
from these standard specifications in making local improvements,
there might be well defined requirements as to whether or not the
increased cost resulting from the change should be borne by the
abutting property owners and/or the district of assessment
and/or the city at large.
Instalment assessment plans and other schemes for the general
purpose of giving preferential treatment to large speculative real
estate developers should be considered with particular care. In
many instances municipalities which have been overindulgent in
this respect have found themselves holding liens of many thou
sands of dollars on vacant lands which, even if fully developed and
sold in the most active speculative markets, would not bring
returns sufficient to satisfy the liens.
The public accountant, with his training in actuarial and
financing matters generally, can, by advocating the use of sinking
funds, do much to stabilize municipal finances. Future genera
tions of taxpayers, particularly, and present and future bond
holders should hail such a plan as one calculated to curb reckless
extravagance and to eliminate the difficulties resulting from
unwisely planned bond maturities.
Exceptionally heavy lump-sum maturities of bonds may be
anticipated many years in advance by the creation of sinking
funds. On new issues the accountant, with due regard for the life
of the improvement, should be prepared to recommend the sink
ing-fund provisions to be specified in the ordinance.
Sinking-fund provisions should be coordinated with the related
current tax budgets as forecast in the capital budget plan under
which the municipality operates.
The temptation to use sinking funds for unwise investments
should be guarded against by provision that only bonds of the
issue for which the fund is provided or state or government
bonds enjoying a wide and ready market be eligible as invest
ments.
Even though it be the voice of one crying in the wilderness, the
accountant should not fail to point out to the administration, and
to the taxpayers if necessary, the serious implications of failure
to make a careful study of and proper annual provision for
pension-fund purposes.
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It seems generally preferable, from the viewpoint of both em
ployees and taxpayers, to have employees join the pension fund of
some larger jurisdiction, such as the state. If, for good and
sufficient reasons a local fund is desired, it should be based on a
comprehensive study by a qualified actuary. Moreover, the fund
should be checked periodically for the purpose of verifying its
actuarial soundness. In a surprisingly large number of munici
palities, failure to place these funds on a sound basis is creating
serious contingent liabilities which beyond doubt will some time
have to be paid by the taxpayer.
A competent committee should be charged with the responsi
bility for investing these funds. Reports should be required
periodically, showing the detail of the investment portfolio.
Tax delinquency constitutes a serious problem for munici
palities today. In the metropolitan district, title companies,
savings banks and other mortgagees compelled property owners
to pay their taxes promptly. Recent legislation designed to al
leviate the financial burdens of mortgagors, internal troubles of
the title companies, some semblance of a taxpayers’ strike and per
haps a moral let-down on the part of debtors have combined to
create a tax-delinquency condition of unprecedented proportions.
Public accountants expert in municipal affairs should be pre
pared to advise on the subject of reserves for financing arrears of
taxes. The amount and the method of providing these reserves
require some consideration, particularly in times like the present,
when delinquencies, instead of being normal at from 3% to 5%
of the levy, are actually approaching 20% or 30%.
An expert municipal accountant should keep himself informed
sufficiently to advise municipal officers concerning the probable
effects of discontinuing penalties and the result of experiments
which have been made in this direction. He should also know the
details of the operation of tax-foreclosure and the tax-lien provi
sions found in municipal charters, in order that their respective
advantages or disadvantages may be brought to the attention of
the many municipal corporations which allow taxes to accrue for
years without taking action against the property.
The feasibility of a municipality using commercial collection
methods, the advertising of tax delinquencies and the payment by
the city to delinquent taxpayer-vendors, in a form of scrip re
deemable in taxes, are subjects with which the municipal expert
should be familiar.
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The possibility of developing new sources of taxation not re
lated to real estate or improvements is a question on which the
accountant’s advice might well be sought. In this respect the
legal or constitutional phases of the question would, of course, be
considered by counsel, but the expected yield, method of assess
ment and collection, are all matters with which the accountant
may be presumed to be informed.
A solution for the present inability of local municipalities to tax
county, state or federal jurisdictions for large properties within
their boundaries, even though such properties frequently produce
substantial revenues, would be a worth-while contribution looking
to the elimination of a serious problem. A parallel opportunity
exists with respect to church, private school, hospital, cemetery,
social welfare and other institutions now commonly exempt from
taxation.
Many municipalities operate on fiscal years which begin before
necessary taxes may be levied. This obviously requires anticipa
tory financing to bridge the gap between the beginning of the
spending period and the receipt of taxes. In some states this
condition prevails generally, because of state laws which render
the individual communities powerless to correct this situation
with its attendant cumbersome processes and financing ex
penses.
In a neighboring state the accountants have had a prominent
part in bringing about the enactment of legislation to permit the
synchronization of the fiscal and the tax years. This exemplifies
the type of constructive service which, in my judgment, account
ants should strive to render.
Tax assessment systems are the basis of approximately 75% of
the revenues raised for local governments. There is more oppor
tunity for inequalities and studied advantages to a favored few in
this obscure field than in any other; and yet the municipal auditor,
in the course of his work, usually does not even look inside the
assessor’s office.
Accountants have the right mental equipment but are generally
lacking in training on the subject of assessments. The fact is that
there is no trained group to question the arbitrary verdicts of
assessors or boards of review. No matter of law is involved, but
lawyers seem to be the only ones even remotely interested. Their
interest, it should be added, is usually on behalf of a client and not
on behalf of the taxpayers generally.
198

Unrecognized Opportunities in the Municipal Field

Has it ever occurred to the members of the accounting profes
sion that there may be room for drastic improvement in our real
estate taxation methods? Consider two equally valuable and
favorably situated plots. One is improved with shoddy buildings
by a speculator. On the other is erected a splendid structure, a
credit to the community and tending to enhance adjacent values.
Both, we shall assume, make equal demands on the public serv
ices, although in all probability the fire risk and attendant con
tingencies are greater in the lightly constructed building. There
is considerable doubt as to whether it is right that one building
should be assessed and taxed on the basis of $50,000 and the
other at $250,000. One may lead to the conclusion that our taxes
are based too much on capacity to pay and too little on benefits
received.
As local assessments are important to one person as against
another, so also is equalization important to one municipality as
against another. Too frequently the equalization rate of a com
munity is indicative of the relative strength of its representatives
in the county legislative body. This, of course, should not be the
case. Often local municipal officers are only dimly conscious of
the real effect of variations in these equalization tables. The
trained municipal accountant might perform valuable services in
this regard.
The statutes of New York state place the debt limit for mu
nicipalities at 10% of the taxable assessed values. There is
much room for doubt as to the soundness of this basis. One may
be led to ask why it was set at 10% rather than 5%, or 25%, or
any other percentage for that matter. Also when the 10% limit
was set, was it contemplated that taxable assessed values would
be increased at a rate commensurate with the increase in specula
tive values resulting possibly from abnormal activity in the real
estate market, or in other instances from nothing more tangible
than the enactment of a local zoning ordinance which makes cer
tain property available for commercial purposes and thereby
artificially raises its value?
There is grave question as to the wisdom of exempting from the
provisions of the recently enacted federal securities act of 1933
local municipalities and investment bankers and others interested
in selling municipal bonds to the public.
Those interested in government have not even begun to con
sider the true implications of overlapping administrative costs and
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of overlapping debt. Are public accountants prepared to take
their rightful, responsible places in the disentanglement of this
maze, which must ultimately be achieved, or shall we yield to the
legal profession or others less qualified, as we have in the past?
The New York State Society of Certified Public Accountants
has placed itself on record in a resolution specifying the generally
desirable characteristics of municipal reports. The resolution
contained a sound expression of opinion. It is, however, only a
beginning. There is a corollary which has not yet been supplied,
but must be eventually. If the present accepted forms of reports
are lacking, wherein are they deficient? Space prevents a full
discussion of the subject, but a few examples may raise some im
portant points.
Let it be assumed that stated reports to superior governmental
jurisdictions must, for the present at least, be continued in the
required form. This requirement need not prevent the prepara
tion of audited, intelligible reports for the edification and use of
investment and commercial bankers and taxpayers generally.
If the required report does not call for balance-sheets for each
fund, they should nevertheless be prepared and published. If the
report to the county or state comptroller allows or requires a con
fused intermingling of current, capital, assessment, agency, trust,
sinking fund or other cash, the public reports should not counte
nance similar conditions. If the periodic reports call for com
parisons of actual expenditures or receipts with budget estimates,
thereby producing a cumbersome form which obscures important
facts, the published reports need not be so prepared. The old
concept of legal personal accountability attaching to any public
office of a financial nature has, by creating an effect of accounting
for every last cent, made municipal reports generally far too de
tailed. There is no necessity for continuing this practice. A
sensible condensation, designed to eliminate useless detail but not
to obscure important facts, should be allowed.
On the other hand, overenthusiastic public accountants have
been known to prepare consolidated operating statements and
balance-sheets for municipalities. This is overcondensation and,
moreover, an act clearly showing a lack of comprehension by the
accountant of the true nature of the elements involved in the
consolidation. The practice is as indefensible as it would be for a
trust company to consolidate with its own resources the assets
held in trust for customers.
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Municipalities could render reports more promptly and fre
quently if they would use machine-accounting methods with
multiple-posting and daily-proof features.
Published reports might well be accompanied by an intelligent
summarization and review by the chief fiscal or administrative
officer, in a manner following the custom of commercial enter
prises. Such an accompanying letter would point out the
important elements in the statements submitted, would note con
tingent liabilities, proposed financing, changes in local conditions
or policy or other matters and might indicate the important finan
cial steps contemplated for the subsequent year. It might also
include comparative statistics on construction and maintenance
costs, personnel, purchasing and general management informa
tion. School, water, sewer, park, drainage, light, highway, or
other district accounts not included should be clearly noted as
exceptions.
Each subject which I have mentioned in this article might in
itself be given consideration requiring much more space than is
available. It was not my purpose, however, to do more than
suggest certain problems and, in some instances, to outline an ap
proach to their solution.
It must be plain from what has been said that there is much
room for study and research in matters relating to municipal
finance. Active participation in this work by accountants and
cooperation with recognized existing groups in the municipal
field will serve to develop accepted authorities among the mem
bers of the accounting profession.
Only when this end has been achieved will accountants gener
ally be called upon to take a responsible place in the conduct of
municipalities. Such a place would require from them consulta
tion and advice in planning and administering municipal finances
and would not limit their usefulness, as now, to the field of audit
ing.
Accountants themselves, and in fact they only, can take steps
to qualify for rendering these more extensive and more valuable
services.
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Stated Capital and Treasury Shares
By George S. Hills

It is imperative that lawyers and accountants recognize, in the
preparation and publication of balance-sheets, that there is such
a thing as the “stated capital” of a corporation—a stated capital
which is imposed by statute and protected by the courts. An
examination of the balance-sheets issued by many large corpora
tions shows an habitual adoption of certain practices which are
founded on principles in direct conflict with the legal requisites
of a stated capital. These practices are to carry treasury shares
on the balance-sheet (a) as an asset (sometimes as a current
asset) or (b) as a deduction from stated capital; and they have,
in spite of their patent defects, received the support and sanction
of those responsible for their use and have been recommended as
sound by the great majority of writers on accountancy.
Recognition has not been accorded to stated capital by those
who formulate and control accounting methods. A discussion of
the propriety of such practices with accountants and lawyers,
however, leads to the conclusion that very few lawyers or ac
countants understand the true nature of the stated capital of a
corporation. Not being a subject about which there has been a
great deal of litigation or controversy, the existence of a stated
capital has not been appreciated by most lawyers, and being an
arbitrary legal requirement or a formula unrelated to and not
based on fact or reason, stated capital has been disregarded as
impracticable by most accountants. The practices have stood
undisputed so long that they have become established rules of
thumb, even to the extent that the wisdom of destroying them by
a strict enforcement of what is in many respects a defenseless
legal requirement is often questioned. Yet, the subject is of
sufficient importance to warrant a pointed inquiry.
A balance-sheet is a cross section of the structure of a corpora
tion and it should show not only all assets and liabilities, but also
the existence or absence of any restrictions or qualifications
applicable to either. Stated capital is an essential part of every
balance-sheet and indispensable for certain purposes. For
example, the declaration of dividends is usually dependent upon
the availability of a surplus, and the existence or absence of a
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surplus can not be determined until the amount of stated capital
has been correctly ascertained. Likewise, unless a corporation is
permitted by law to purchase its own shares and charge all or a
part of the purchase price against its stated capital, it may pur
chase its own shares only from surplus. Stated capital estab
lishes a surplus or margin of assets over liabilities and operates as
a limitation upon distributions and withdrawals to shareholders.
The use of the word “surplus” on a balance-sheet is a representa
tion that the adjoined amount in dollars is a true surplus and may
be applied to purposes for which stated capital is not available,
without combing the balance-sheet and disallowing items which
should not be reflected in surplus. The average board of direc
tors accepts without question the statements and figures pre
sented to it by its accountants, which necessarily place a legal
interpretation upon financial transactions, and it is that blind
acceptance which imposes a duty upon all accountants to guard
their clients against the probability or even possibility of illegal
acts.
The extent to which the law regarding stated capital has been
violated is appalling. Leading writers on accountancy and law,
with few exceptions, endorse these common practices, and
students are taught that they are acceptable and proper. The
federal reserve board, in its bulletin Verification of Financial
Statements, has adopted both the practices alluded to above and
recommended that: “If any stock of the corporation is held in
the treasury it should be separately shown, either as a deduction
from the outstanding capital stock or on the asset side of the
balance-sheet, as the circumstances require.” The special
committee on cooperation with stock exchanges of the American
Institute of Accountants has not given an unqualified endorse
ment of the practices, but, in its recommendations to the New
York stock exchange, it has approached the subject in such a way
that one must conclude that the practices are not condemned.
The committee has reported that: “While it is perhaps in some
circumstances permissible to show stock of a corporation held
in its own treasury as an asset if adequately disclosed, the
dividends on stock so held should not be treated as a credit to the
income account of the company.” The official federal incometax returns for corporations and the official registration statement
adopted under the securities act of 1933 by the federal trade
commission require that treasury shares be carried as a deduction
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under the caption “Capital stock (less stock in treasury).” The
use of that form is especially unfortunate in a registration state
ment as severe liabilities are imposed in case an “untrue state
ment of a material fact” is made. Amounts of stated capital
and surplus are obviously material facts.
A review of representative balance-sheets shows that the
practice of carrying treasury shares as an asset, or as a deduction
from stated capital, has been generally accepted and followed.
Many millions of dollars appear in the asset columns of large
public corporations as representing treasury shares, and vast
amounts have been withdrawn from stated capital. For in
stance, Allied Chemical & Dye Corporation (New York) has
carried large blocks of its own common and preferred stock as
current assets for a number of years. On June 30, 1933, it held
187,189 shares of its common stock at a cost of $25,837,300 and
47,309 shares of its preferred stock at a cost of $5,640,485.
General Foods Corporation (Delaware) carried on its consolidated
balance-sheet of December 31, 1932, in addition to 180,000 shares
of its common stock held by Frosted Foods Company, Inc. (con
trolled by common-stock ownership) 108,241 shares of its own
common stock as an asset in its treasury at a cost of $5,128,101.18.
The balance-sheet value of such treasury stock asset is more than
52% of the corporation’s indicated surplus of $9,832,588.74.
General Motors Corporation (Delaware) in its condensed
consolidated balance-sheet of December 31, 1932 and 1931,
carried under investments (1932) “for corporate purposes”
562,284 shares of its common stock at $8,641,349 and 38,222
shares of its $5-series no-par preferred stock at $3,167,431.88,
making a total of $11,808,780.88. Standard Brands Incor
porated (Delaware) carried its own shares in both ways—as an
asset and as a deduction from stated capital. In its consolidated
balance-sheet of December 31, 1932, there are, as an asset, 69,300
shares of common stock carried at $1,039,500. Such shares are
also included as issued shares in the capital-stock account at their
stated value of $2 a share. As a deduction from stated capital,
there are 3,550 shares of preferred stock at their liquidating value
of $100 a share. The two classes of shares have an aggregate
balance-sheet value of $1,394,500. Pressed Steel Car Company
(New Jersey) in its consolidated balance-sheet of December 31,
1932, has deducted from stated capital 111,000 shares of its
common stock, valued at $3,700,000, and 8,290 shares of its
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preferred stock valued at $829,000, or a total of $4,529,000. The
corporation’s indicated aggregate surplus is $9,904,095.78, or
slightly more than twice the book value of its deducted treasury
shares. E. I. Du Pont De Nemours Company (Delaware) in its
consolidated balance-sheet of June 30, 1933, treats $2,284,000 of
its treasury debenture stock as a deduction from stated capital
in the ordinary way, but its 17,441 common treasury shares are
carried twice, first as issued shares and as a part of stated capital,
and again as a deduction from the total of stated capital and
surplus to determine “common stock and surplus” represented
by “outstanding” shares. The prevalence of these practices is
evident, and further examples would be merely cumulative.
Here is a conflict, although perhaps not an isolated conflict,
between accounting practices and legal requirements. In a
direct conflict the law must prevail, as a corporation is bound by
the laws of the state of its incorporation, not only with respect to
the purchase of its shares, but with respect to the amount of
stated capital it must have and maintain. Its books of account
and balance-sheet should reflect and give effect to such legal
requirements. Unfortunately, the average state corporation law
is badly written and contains no accounting features. Stated
capital was not considered of importance until shares without par
value became fashionable, and since that time the subject of
stated capital has received more haphazard than intelligent
treatment, except in the recent revisions of a few corporation
laws which were supervised by experts having an academic
interest in the subject. The term “stated capital” is used in
some state statutes which have recently been rewritten, whereas
in practically all other states words such as “capital,” “stock,”
“capital stock,” “paid-in capital” and the like are used indis
criminately. In general, however, it can be said that such
words mean either shares of stock or that amount which has more
recently been called “stated capital.” In this article the term
“stated capital” is intended to mean that amount of dollars or
dollar value which must be computed in the manner provided
by law and must be maintained by a corporation for the benefit of
its creditors or shareholders and cannot be reduced, paid out to
shareholders or otherwise withdrawn except under statutory
authority.
The relation between stated capital and shares of stock is
interesting and of fundamental importance. As the assets and
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funds of a corporation are derived primarily from the issuance of
its shares (disregarding obligations sold, donation, etc.) there has
been a tendency to clothe stated capital with a representative
character, so that different amounts of stated capital are said to
“represent” the individual shares or the class of shares issued to
acquire the assets from which such amounts were derived, or
vice-versa. Stated capital, in that light, would be an aggregate
amount divisible into as many wholes as there are classes of shares
issued or into as many particles as there are issued shares of all
classes—a carton of cigarettes composed of ten packages and 200
singles. Both the original conception of stated capital, however,
and the theory on which the late revisions of corporation law have
been developed definitely separate the amount of stated capital
from shares or classes of shares. On the other hand, the laws of
Delaware have adopted the theory of representation by classes of
shares, even to the extent of recognizing that a single class of par
value shares may represent an amount of stated capital greater
than their aggregate par value. In a primitive sense there is a
relation between assets, shares and stated capital, as each takes
a part in the program of corporate construction. Assets are
acquired, shares are issued and, as a result, the corporation has a
stated capital which stands between the shareholders and the
property which they contributed. But the stated capital so
constructed is a whole amount in dollars—a carton, not a carton
of cigarettes, not ten packages and not 200 singles. Portions of
that whole amount may be segregated for convenience or for
purposes of computation incidental to the acquisition of pre
ferred shares out of stated capital without making stated capital
itself a representative amount.
Generally speaking, if all issued shares have a par value, the
amount of stated capital is an amount equal to the aggregate par
value of such shares, and if all issued shares are without par value
the stated capital is an amount equal to the aggregate of all
amounts of consideration received therefor, plus, in either case,
such additional amounts as may be transferred to stated capital
from surplus. If shares with and without par value are issued,
the stated capital is a whole amount equal to the aggregate of all
the amounts aforesaid. This is the law, and unless the statutes
of the state of incorporation require or permit exceptions, it is in
variable. The predominant statutory exception permits the
allotment of only a part of the consideration received for shares
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without par value to stated capital, the balance being considered
as surplus. In Delaware, New Jersey and Maryland there is no
limitation on the amount of paid-in surplus which may be created,
but the modern corporation laws seek a more adequate stated
capital. Michigan, for instance, requires the capitalization of at
least one half of the consideration received for shares without par
value, and Illinois, Minnesota, South Dakota and Pennsylvania
protect the liquidation preferences of shares issued.
An appreciation of the true nature of stated capital is a pre
requisite to correct accounting. The most important principle
to keep in mind is that stated capital is a fixed amount which
can not lawfully be reduced except in the manner permitted and
regulated by statute. The consideration received for issued
shares is the principal item on which the amount of stated capital
is based, and shares once issued remain “issued shares” until
they lose that character pursuant to statutory authority. Treas
ury shares are shares issued and thereafter acquired by the
corporation, but not retired or restored to the status of unissued
shares. Their status as issued shares is not changed by a transfer
from one holder to another nor by a transfer from a stockholder
to the corporation of issue; and even if their status were changed
upon their becoming treasury shares, the stated capital of the
corporation, being an independent quantity, would be unaffected.
Returning to the question of treasury shares, the several cor
poration laws now in effect contain limitations which, in com
posite, may be broadly stated as follows:
(1) A corporation may not purchase its own shares of any class
(a) Except out of earned surplus, or
(b) Except out of surplus (which is the excess of assets over
liabilities plus stated capital), or
(c) If such purchase would cause an impairment of its stated
capital.
(2) A corporation may not purchase its own shares of any class
during insolvency or if such purchase would cause insolvency or
prejudice the rights of creditors.
(3) A corporation may not reduce its stated capital except by
filing a certificate of reduction previously authorized by appropri
ate corporate action.
(4) Under the laws of some states a corporation has limited
authority to purchase certain classes of shares, such as redeem
able preferred shares, out of stated capital.
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New York is a typical example of the surplus standard, and its
penal law charges a misdemeanor if funds “except surplus” are
applied to the purchase of any shares. Delaware has the impairment-of-capital standard for common shares, supported by a
definition of “surplus” as the excess of net assets over the amount
of stated capital, thereby having in effect a surplus standard.
The new Illinois law and the California law have an earnedsurplus standard for common shares.
The question arises whether it is possible or not to reconcile
either of the practices of carrying treasury shares as an asset or as
a deduction from stated capital with the legal requirements of a
stated capital and with the restrictions imposed by law on the
purchase of shares for the treasury. Leaving out of consideration
the standard of insolvency or of creditors’ rights (which is an
insufficient standard and probably a vulgarization of the trust
fund theory of stated capital), it is apparent that either practice,
in the absence of statutory permission, violates the requirements
of a stated capital. To carry as an asset common shares or other
shares not purchasable out of stated capital is (a) to vitiate the
requirement that such shares be purchased only from surplus or
(b) to evade the prohibition against purchasing shares out of
stated capital in case the purchase price of such shares exceeds
the available amount of true surplus. And to carry redeemable
preferred shares or other shares purchasable out of stated capital
as an asset is to fail to disclose a payment out of stated capital if
the purchase price was actually taken therefrom. To carry
shares of any class as a deduction from stated capital is neces
sarily (a) a misrepresentation that surplus has not been reduced
or (b), in case there is not sufficient surplus to absorb the reduc
tion, an admission of an illegal reduction of stated capital or (c)
a representation that stated capital has been legally reduced. A
statement showing treasury shares as a deduction from stated
capital could be justified only if the shares were actually pur
chased out of stated capital under statutory authority and were
acquired in a manner which permitted them to remain issued
shares. Proper exceptions are rare. Even under the Delaware
law which permits the purchase of certain shares out of stated
capital there is no occasion for carrying shares of any class as a
deduction from stated capital. Whenever stated capital is
applied to the purchase of shares, a certificate must be filed and
recorded to make the reduction of stated capital effective, and
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thereupon the shares purchased take the status of authorized but
unissued shares, or, if such shares can not be reissued, the author
ized capital stock of the corporation is reduced to the extent of
such shares. Issued shares, therefore, can not represent or be
carried as a deduction from stated capital. This is especially
true under the New York law, which does not allow the purchase
of shares of any class out of stated capital.
The practice of carrying treasury shares as a deduction from
stated capital has been earnestly explained and defended. The
explanation is that a balance-sheet prepared in that fashion re
flects the true condition of the corporation by showing the share
holders’ interest, and the defense is that such a balance-sheet does
not deceive the public or the corporate management. Likewise,
the practice of carrying treasury shares as an asset has been
supported on the ground that shares which are acquired with the
intention of holding them for resale are, in effect, an asset pending
their disposition. But the purpose for which shares are acquired
or held has no legal effect except in a few states and then only in
circumstances defined by statute. There is no legal authority
applicable to the ordinary purchase or acquisition of shares which
supports a differentiation of treatment based on intent or pur
pose.
It has also been contended that statutes which permit the
purchase of shares “out of” or “to the extent of” surplus or
those which prohibit the application of funds “except surplus”
(as in New York) to the purchase of shares do not require an
actual appropriation and reduction of surplus whenever shares
are purchased. The contention is obviously untenable. If the
right to purchase depends upon the existence of a surplus, the
extent of that right must lessen as surplus is reduced and surplus
must be reduced as that right is from time to time exercised.
Otherwise, the restriction would only apply to single purchases
and not to the aggregate of all purchases. A surplus of $1,000
could, under that contention, be used time and again, provided no
single purchase exceeded $1,000. Even if there is no statutory
requirement that shares be purchased out of surplus, but only a
prohibition against causing an “impairment of capital” (as in
Delaware) or against withdrawing or paying to shareholders any
part of stated capital, it must follow that purchases which can
not be made from stated capital must be made from surplus, as
“surplus” in a legal sense is the excess of assets over liabilities
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plus stated capital. A mere prohibition against reducing stated
capital except in accordance with law has the same effect.
In many instances treasury shares have been carried as an asset
or as an improper deduction from stated capital by corporations
which would still show a surplus if the faulty entries were cured.
Although it may be said that the stated capital of a corporation
has not been impaired by reason of such entries, there is, obvi
ously, a distortion of the true condition amounting to a mis
representation of fact and legal effect. The directors of such a
corporation, believing that its indicated surplus is not over
stated, are placed in jeopardy, and its stockholders who rely
solely on published statements are deceived. It is an ingenuous
defense to take the position that a book or balance-sheet deduc
tion from stated capital is not the kind of “reduction” of stated
capital which is prohibited by law.
It is a contradiction to carry treasury shares as an asset. In the
first place they are not an asset and should not be given a value.
Secondly, they can not be carried as an asset without being re
flected in surplus to the extent of their indicated value. By com
mon practice, supported in a limited sense by a few decisions,
treasury shares have often been treated as an asset, a property or
something of value. There appears to be no decision in which the
treatment of stated capital was at issue, and only one bearing on
accounting methods, but the present trend of judicial and legisla
tive thought favors the fact and the statutory position that
treasury shares are not an asset. Although it is generally recog
nized that they should not be considered a current asset, it is not
uncommon to see them carried as such especially if they are
readily salable. Treasury shares have no more value than ordi
nary unissued shares, which is nil. They are not a property,
interest or claim and not a form of self-ownership. On a liquida
tion of the corporation they would, of course, produce nothing for
creditors. The mere fact that shares have once been issued does
not place a value on them after they have been repossessed by the
issuing corporation, and the mere fact that they have been ac
quired for a consideration does not mean that something of in
trinsic value has been purchased. The in-and-out nature of the
transaction must not be overlooked. Suppose a corporation
issues 100 shares of common stock without par value for $100 a
share in cash, of which $10 a share is allotted to stated capital, the
remaining $90 a share becoming surplus available for dividends
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or share purchases. The corporation then repurchases 90 shares
at the same price of $100 a share. No one can contend that the
corporation still has a surplus of $9,000 available for dividends,
because it holds a $9,000 treasury share “asset” in addition to its
remaining $1,000 in cash. To carry such shares as an asset is to
disguise the fact that the surplus of the corporation has been paid
out. If the corporation does not carry its treasury shares as an
asset but reduces its stated capital by $900 ($10 a share for each of
the 90 shares purchased) such reduction will create a surplus of
$900. Although the latter practice is less extravagant, it is
equally objectionable as a matter of law. Yet in spite of the
patent absurdities and illegalities surrounding such practices they
are in common favor.
It has been found advisable in some states to codify the rules
set forth above. Under the laws of Rhode Island, California,
Minnesota and Illinois treasury shares are disallowed in the com
putation of net assets available for dividends and share purchases,
and under the laws of Ohio and Illinois treasury shares must be
included in determining the amount of stated capital. Modern
corporation laws have recognized that treasury shares are the
source of many abuses and have adopted corrective legislation.
The foregoing discussion applies in all respects to the purchase
of preferred shares and shares which are by their terms subject to
redemption as well as to the purchase of common shares and other
shares not subject to redemption, except in the few cases of re
deemable or special shares issued by corporations organized in
those states which have statutes permitting exceptions to the rule.
Where permitted, it is usual to apply against or take out of stated
capital an amount, not greater than the redemption price, equal to
the purchase price of the shares. But it must be emphasized that
there is nothing in the nature of preferred shares or redeemable
preferred shares which permits or requires the adoption of rules or
practices different from those outlined for common shares.
Every variation must spring from a statutory requirement or
permission. Some accountants draw a distinction between com
mon or equity shares and preferred shares or shares having prior
ity on a distribution of assets, treating treasury common shares as
an asset and treasury preferred shares as a deduction from stated
capital. There is no foundation in law for that distinction,
although preferred shares may be a “liability ” as against common
shares, in the sense that they have a priority on the liquidation of
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assets. The statutes of some states differentiate between com
mon shares and preferred shares, but only so far as purchases out
of stated capital are concerned.
The special rules for preferred shares are based on the financial
similarity between creditor obligations and shares subject to
redemption. Three general principles have been given effect, but
the laws of the state of incorporation must be complied with in
each instance.
(1) A corporation should have the power to purchase shares of
any class out of surplus, provided the rights of creditors are not
prejudiced, and to restore such shares to the status of authorized
but unissued shares.
(2) On the other hand, a corporation should not be obligated to
retire shares of any class, which were acquired out of surplus, to
the status of authorized but unissued shares, thereby making it
necessary again to allocate to stated capital all or a part of the
consideration received therefor on reissue.
(3) A corporation should have the privilege of purchasing or
redeeming its preferred shares subject to redemption out of stated
capital, provided the rights of creditors and senior shares were not
prejudiced. Shares so acquired must, of course, be retired or
restored to the status of authorized but unissued shares. Any
other disposition would permit the reissue of such shares without
the creation of any stated capital to take the place of that with
drawn. As it would not be practicable to require that the amount
of stated capital created on the reissue of such shares be the same
or have any relation to the amount paid out therefor, no corpora
tion laws have undertaken to legislate to that effect. Conse
quently, it makes no difference if only a part of the purchase price
is taken out of stated capital and the remainder from surplus.
A corporation does not realize profit or loss on the purchase of
its own shares although its surplus account or stated capital will
be affected and its financial condition may be otherwise altered
thereby. There is no occasion for establishing gain or loss, as the
only accountable entries merely record the payment of the pur
chase price and the receipt of the shares purchased. Money is
paid out, but nothing of value is received in return. Surplus or
stated capital will be reduced, depending upon whether the pur
chase price is taken from surplus or from stated capital. The
practice of taking a gain or loss on the purchase of shares, as well
as the practice of avoiding a reduction of surplus required by law,
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probably has resulted from carrying the purchased shares as an
asset or as an improper deduction rom stated capital. Even the
purchase of redeemable preferred shares out of stated capital
(under the exceptional statutes before mentioned) for an amount
less than the par value or stated capital “represented” by such
shares does not result in a gain by way of profit or by way of
release of stated capital to surplus, as stated capital can not be
reduced by an amount greater than the purchase price of the
shares. Consequently, a purchase of shares results in (a) a
reduction of surplus, if the laws of the state of incorporation limit
all purchases to surplus or if the shares purchased are not of a class
purchasable out of stated capital under the laws of the state of
incorporation, (b) a reduction of stated capital (not accompanied
by an increase of surplus) if the laws of the state of incorporation
permit the purchase of shares of that class out of stated capital, or
(c) a reduction of both surplus and stated capital if the laws of the
state of incorporation permit the purchase of shares of that class
out of stated capital and if only a part of the purchase price is
actually paid therefrom.
Suppose, however, that treasury shares are sold at a price equal
to the price at which they were purchased or at a price greater or
less than the purchase price. Is it possible to realize gain or loss
on such a transaction or to restore to surplus any amounts pre
viously paid out to acquire such shares? It is recognized that socalled “profit” arising from the resale of treasury shares is not a
profit arising from the business of the corporation and therefore
should not be reflected in earnings, but there is no unanimity of
opinion as to the replacement or creation of surplus. Shares
previously issued and reacquired which have not been retired and
can be again issued or sold necessarily belong in one of two classes.
They are authorized but “unissued” shares if they were pur
chased out of stated capital or purchased out of surplus and
voluntarily restored to that status, and they are authorized but
“issued” shares if they were purchased out of surplus and not
voluntarily restored to the status of authorized but unissued
shares. There is no problem in the treatment of consideration
received for shares classed as unissued shares, as the consideration
must be applied to stated capital or to stated capital and surplus,
in the same manner and under the same rules applicable to the
issuance of other authorized but unissued shares. Having been
restored to classification as unissued shares they are treated in
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all respects as unissued shares. But if the shares resold have
remained issued shares while in the hands of the corporation it
may be said that there is no economic reason for again requiring
that all or part of the consideration received therefor be allotted
to stated capital, as that obligation was met when such shares
were originally issued and the amount of stated capital thereby
contributed to the corporation has not been disturbed. On the
other hand, it is obviously unwise to subject earnings or earned
surplus to increase or decrease coincident with the purchase or
sale of treasury shares. The transactions of a corporation in its
own shares should be considered as capital transactions. Capital
surplus is, therefore, the suitable and proper account within
which purchases and sales of treasury shares should be entered.
The statutes of some states specifically require that corpora
tions have and maintain on their books a stated capital computed
in the manner defined by law. That requirement is no more than
a codification of a reasonable and sound corporate doctrine which
should be respected by all corporations. Although the law may
seem severe it may be obeyed without unduly interfering with
accounting principles. There is no requirement of law that
balance-sheets or books of account be kept in any particular form,
and the purchase or sale of treasury shares may be recorded in
any way which does not violate legal standard. But all who
prepare and determine the form of financial statements owe
to the public and to their clients the duty of presenting their work
in a manner reflecting the legal as well as the economic conse
quences of the figures presented.
The purpose of this article is to call attention to the fact that
accounting methods applicable to shares of all classes, issued and
unissued, must be in strict conformity with the laws of the state of
incorporation. The treatment of treasury shares is merely a case
in point. The laws of all states differ one from another, and each
corporation must abide by the laws of the particular state under
which it is organized. Practices adopted by one corporation are
of little or no value as precedents to another. Consequently, one
who is not thoroughly familiar with the laws of the state of incor
poration is not competent to prepare or certify a balance-sheet or
to determine the substance or form of a capital stock account.
Accountants must respect the law, and lawyers who serve with
accountants must understand and appreciate the laws which
govern the application of accounting principles.
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AMERICAN INSTITUTE EXAMINATIONS

[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers of
the board of examiners. They represent merely the opinions of the editor of
the Students' Department.]

Examination in Accounting Theory and Practice—Part I
November 16, 1933, 1:30 P.M. to 6:30 P.M.
Answer problems 1, 2 and 3 and either problem 4 or problem 5.

No. 3 (20 points):
On January 1st the inventory at market values of working cattle and live
stock on a plantation in the West Indies was as follows:
Unit
Number price
Amount
Work animals (bulls and oxen).................. ........
1,588
$ 52
$ 82,576
Horses............................................................. ........
16
120
1,920
Cows............................................................... ........
274
30
8,220
Heifers............................................................ ........
137
2,740
20
Young bulls................................................... ........
220
6,600
30
One year heifers (under two years)........... ........
82
15
1,230
One year bulls (under two years)........................
127
2,540
20
Bull calves (under one year)....................... ........
137
10
1,370
Heifer calves (under one year)................... ........
114
1,140
10
Breeding bulls............................................... ........
900
6
150

Together................................................. ........
2,701
$109,236
During the year, the following changes took place:
Births—
Purchased (all on hand at the end of the
year)—
145 bull calves
130 heifers
120 work animals at $45
Deaths—
41 young bulls at $30
261 work animals
Sold—
5 cows
63 work animals
4 heifers
4 cows
3 bull calves
2 horses
Lost—
Found—
8 work animals
7 work animals
12 bull calves (new)
5 heifer calves (new)
During the year 73 heifers were reclassified as cows and 175 young bulls as
work animals. All of them were on hand at the end of the year.
The market values remained the same throughout the year except that work
animals were worth $43 a head at the end of the year.
Prepare:
1. A columnar statement showing opening and closing inventories with
number, unit price and value, together with all numerical changes during
the year, making such further adjustments as may be necessary.
2. A statement showing the amount of the opening inventory, the amounts
of increases through appreciation, purchase, birth, etc., and of decreases
through reduction in market value, sales and losses, thus arriving at the
amount of the closing inventory.
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Unit
price
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Totals ..................... 2,701

Bull calves
(under one year)
. 137
Heifer calves
(under one year)
. 114
Breeding bulls ...............
6

...
...
...
275
25

5

1,140
130
900

10
150

$109,236

12

145

1,370

161

705

134

273

3

5

73
82
127

4

261

Deaths

175

2,540

41

120

Purchased Reclassified

114

8

Births Found

Additions

1,230

$ 82,576
1,920
8,220
2,740
6,600

Amount

10

Work animals ................ 1,588 $ 52
Horses ............................
16
120
Cows...............................
274
30
Heifers ...........................
137
20
Young bulls ...................
220
30
One year heifers
(under two years) .. . 82
15
One year bulls
(under two years)
127
20

Number

Inventory,
January 1, 19—

7

7

Lost

69

705

114

134

127

82

6

2,813

135

157

134

114

10
150

$96,340

1,350
900

1,570

2,680

20
10

1,710

1,680
10,140
2,840
6,390

$67,080

Amount

15

20
30

338

4

142
213

120
30
14

2

73
175

Reclassified Number price
1,560 $ 43

Unit

Inventory,
December 31, 1932

Sold
63

Deductions

Statement showing inventories at the beginning and the end of the year 19— , with numerical changes during the year.
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270

80

80

30

9,894

2,750
514
6,630

*

$52.00—$43.00=$9.00.
* $45.00- $43.00=$2.00.

$6,390

$1,710

$2,680

$1,570

$1,350

$1,350

$900

6,595

240

$11,313

$107,893

$

$ 96,340

*

$2,840

$1,570

$1,140*

$ 11,553

$10,140

$2,680

2,275
730
410
1,270
1,340
570

$1,680

$1,710

$

$101,298

$ 17,832

$ 13,832
364
3,636

$119,130

$

$

Total decline in market value ...................... $11,553

$6,390

$900

$900

Total
$109,236

Inventory, December 31, 1932............................. $67,080

$2,840

$1,140*

$2,490

$900

$900

$10,140

$1,340*

$1,340*

$2,910

$

30

$2,490

$1,350

$1,300
50

$1,140

$1,680

$ 140

$2,540*
2,680

$2,540

$

$2,940

$1,570

$1,450
120

$1,370

Balance .................................................................... $78,633
Decline in market value:
Owned at beginning and end of year (1,257 at
$9.00*)......................................................... $11,313
Purchased (120 at $2.00**)...............................
240

$1,440*

$1,230*

$1,230

$2,540

$2,540

$ 480

$ 180

3,810

$5,250*

$7,830

$1,230

$1,230

$ 2,190

$1,460*
1,640

$2,660

$

$

$7,830

$1,230

$1,230

$6,600

Total reclassification...................................... $ 7,525

$2,190

$ 7,950

$

120

150

$2,740

$2,740

Heifers

1,710

$1,680

$

$ 8,220

Cows
$8,220

Bull
Heifer
calves
calves
Young One year One year (under
(under Breeding
bulls
heifers
bulls one year) one year) bulls

Reclassification:
Young bulls to work animals ........................... $ 7,525
Heifers to cows...................................................
Yearling heifers to heifers .................................
Yearling bulls to young bulls ...........................
Bull calves to yearlings.....................................
Heifer calves to yearlings.................................

$ 240

Total deductions ............................................. $17,212

$ 240

Deductions:
D eaths ................................................................. $13,572
Lost ......................................................................
364
Sold .......................................................................
3,276

Balance .................................................................... $71,108

$1,920

Horses
$1,920

Total additions ............................................... $ 5,744
Total ........................................................................ $88,320

Births ...................................................................
Found ................................................................... $ 344
Purchased ............................................................
5,400

Inventory, January 1, 1932.................................. $82,576
Additions:

Work
animals

Statement showing the inventories at the beginning and the end of the year 19—, with the amounts of increases through appre 
ciation (reclassification), purchase, and birth, and the decreases through reduction in market value, sales, losses and reclassification:
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No. 4 (20 points):
In preparing a balance-sheet, to be used in proposed refinancing of a company
engaged in the production of wine, which has maintained rather incomplete
records, what amount would you use as the value of finished wine on hand, on
the basis of the following data?
With respect to the inventory of wine on hand you are able to determine the
following:
(1) The average cost of grape juice was $1.55 per gallon, which approximates
present market.
(2) The average cost of brandy, of which 5 gallons were used per 50 gallon
barrel of finished wine, was $3.75 per gallon.
(3) Filtration loss was stated to be, in the aggregate, about 4 gallons to each
50 gallons—the federal government allows 6%.
(4)
The total labor cost to produce 40,000 gallons in one year was $18,000.00.
(5)
The cost of a 50 gallon barrel was $5.50.
(6)
The plant overhead was about ⅓ of the labor cost.
(7)
Shrinkage averaged about 1% per annum.
(8)
Carrying charges averaged about 6% per annum.
(9) Of the 20,000 gallons of wine on hand, 5,000 gallons were 15 years old and
15,000 gallons were 6 years old.
Submit a work sheet and explain your reasoning.
Solution:

Statement showing the number of gallons of grape juice and brandy neces
sary to produce the 20,000 gallons of wine on hand.

Gallons of wine on hand..........................
Shrinkage—1% per annum.....................

6 year old 15 year old
5,000.00
15,000.00
882.35
957.45

Total
20,000.00
1,839.80

Gallons of finished wine before shrinkage

15,957.45

5,882.35

21,839.80

1,595.75

588.23

2,183.98

Gallons of filtered grape juice.................
Filtration loss—(4 gallons to each 50
gallons)—8% (8/92 of line 5).............

14,361.70

5,294.12

19,655.82

1,248.84

460.36

1,709.20

Gallons of grape juice..............................

15,610.54

5,754.48

21,365.02

Deduct: brandy (of which 5 gallons were

used per 50 gallons of finished wine)—
10%.........................................................

Statement showing cost of old wine
6 year old 15 year old
Total
Grape juice, $1.55 per gallon:
15,610.54 gallons................................... $24,196.34
$ 8,919.44 $33,115.78
5,754.48 gallons...................................
Brandy, $3.75 per gallon:
5,984.06
1,595.75 gallons.....................................
2,205.86
8,189.92
588.23 gallons.....................................
Labor, 45¢ per gallon (40,000 gallons ÷
$18,000):
7,180.85
15,957.45 gallons...................................
2,647.06
9,827.91
5,882.35 gallons...................................
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Plant overhead—⅓ of labor cost...........
Barrels—$5.50 each—(50 gallon capac
ity):
320 bbls. for 15,957.45 gallons...........
118 bbls. for 5,882.35 gallons...........

6 year old 15 year old
Total
$2,393.62
$882.35 $3,275.97

1,760.00
649.00

2,409.00

Total cost........................................... $41,514.87 $15,303.71 $56,818.58
14,945.35 13,773.34 28,718.69
Carrying charge 6% per annum............

Inventory value................................

$56,460.22 $29,077.05 $85,537.27

Notes.—The shrinkage averaged 1% per annum, and should not be computed
on the annual reduced gallonage.
It is assumed that the wine is barrelled at the time it is finished, and that it is
aged therein. Hence, the number of barrels used in costing the wine is based
upon the quantity of wine finished.
No. 5 (20 points):
“A” opened a store on January 1, 1908, with a capital of $10,000. After
deducting a reasonable salary for himself his profits, which were permitted to
remain in the business, were as follows:
1908......................
1909......................
1910.......................
1911......................
1912.......................

1913....................
1914.....................
1915.....................
1916.....................

$15,000
20,000
30,000
40,000
60,000

$ 10,000
150,000
50,000
100,000

On January 1, 1917, he incorporated, and received for the net assets in the
business the entire capital stock of the corporation, consisting of common stock
of a total par value of $485,000.
On January 1, 1928, the company was reorganized. “A” received $1,000,000 of 6% cumulative preferred stock of $100 per share and 50,000 shares of no
par-value common stock of $485,000 stated value.
In the period from January 1, 1917, to December 31, 1927, the company had
acquired for $500,000 the land and building which it occupied. On January 1,
1928, the property was appraised at $600,000 and this value was placed on the
books of the reorganized company.
(a) Immediately following the reorganization on January 1, 1928, “A” sold
one-half of his preferred stock for $500,000. What taxable profit or deductible
loss for federal income-tax purposes did he realize from the sale?
(b) In 1930 the corporation exchanged its land and building for property in
another neighborhood. The new property had a value of $600,000. Deprecia
tion for 1928 and 1929 on the old building amounted to $5,000. What profit or
loss for federal income-tax purposes was realized from this exchange?

Note.—Under the 1917 income-tax law goodwill was allowed as invested
capital and should be considered in determining the value of the company’s
shares. In computing the goodwill as of any date, use invested capital and
profits for the preceding five years, allow 8% return on the average capital and
capitalize the balance of profit on the basis of 15%.
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Solution:

(a) When “A” sold the assets of his business to the new corporation on
January 1, 1917, he received capital stock of a value of $1,441,000 as shown
below:
Remaining
profits
Capital at Return
Annual
to be
beginning on capiprofits capitalized
Year
of year tal—8%
$ 10,000 $ 800 $ 15,000 $ 14,200
1908........................ ......................
20,000
18,000
2,000
25,000
1909........................ ......................
26,400
30,000
3,600
45,000
1910........................ ......................
40,000
34,000
6,000
75,000
1911........................ ......................
50,800
60,000
9,200
115,000
1912........................ ......................
Totals.....................................

$270,000

$21,600

$165,000

$143,400

The remaining profits, after deducting 8 per cent of the invested capital,
should be capitalized at 15 per cent., to obtain the value of the goodwill.
Goodwill ($143,400÷15%)...............................................
Investment at January 1, 1908........................................
Profits left in the business:

1908 to 1912 (per above)...............................................
1913............................................................................
1914............................................................................
1915............................................................................
1916............................................................................

Value of the capital stock of the corporation at the date
organized, January 1, 1917........................................

$ 956,000
10,000
$165,000
10,000
150,000
50,000
100,000

475,000

$1,441,000

But how is the value of $1,551,000 to be apportioned to the preferred and
common stock received in the non-taxable reorganization of January 1, 1928?
While it is true that a market price for the preferred stock was set when onehalf of the total issue was sold immediately after January 1, 1928, there are no
data given in the problem as to the market price of the common. Without this
information an apportionment is impossible.
Therefore, no taxable profit or deductible loss for federal income-tax purposes
was realized from the sale of the preferred stock by “A ”, and further, none will
be realized until, “out of the proceeds of sale shall have been recovered the
entire cost ($1,441,000) of the original property.” (For a discussion of this
point see B.T.A. 21, page 636.)
(b) When the corporation in 1930 exchanged its land and building for
property in another neighborhood, no taxable profit or deductible loss
was realized, as this transaction was an exchange of like property, and not a
sale.
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Students' Department
Examination in Accounting Theory and Practice—Part II
November 17, 1933, 1:30 P.M. to 6:30 P.M.
Answer problems 1, 2, 3 and 4 and two of the problems 5, 6 and 7.

No. 1 (23 points):
The “A” Corporation (New York), with a branch in Philadelphia has a
wholly owned subsidiary, the “B” Corporation, which was forced into bank
ruptcy on June 30, 1933. The creditors of “A” corporation formed a commit
tee, following the application by the Dexter National Bank, Philadelphia,
against its loan, of the company’s balance of cash on deposit with the bank.
The following trial balances after closing, June 30, 1933, and other data were
furnished to the committee by the company:
“A” Corporation (New York books)

Notes payable—
Dexter Nat’l Bank, Phil
adelphia ....................... $20,000
Loans payable—secured,
per contra................
12,500
Capital stock...................... 25,000

Cash—New York Trust Co. $ 1,524
Securities, at cost (pledged) 14,650
Furniture and fixtures. . . .
1,000
Capital stock—“ B ” Corp..
7,500
Advances—“B”Corp........
14,640
Advances—Phila. branch.. 15,680
Deficit—per books.............
2,506

$57,500

$57,500

The pledged securities have a market value of $5,200 and the furniture and
fixtures an appraised value of $300.

Philadelphia branch (Philadelphia books)
Accounts payable............... $19,060
Cash—Dexter Nat’l. Bank,
Wages payable....................
1,550
Philadelphia, per bank
Taxes payable.....................
800
statement............. $ 1,580
Due to “A” Corp...............
15,680
Accounts receivable...........
10,000
Merchandise inventory,
June 30, 1933.......
9,500
Furniture and fixtures. . . .
7,500
Profit and loss.........................
8,510

$37,090

$37,090

The sale of the assets should realize the following: accounts receivable $6,200;
merchandise $4,675; furniture and fixtures $2,500.
The cost of liquidation for New York and Philadelphia should be about
$4,000.
Receiver and trustee administrative expenses are estimated at $5,000.
Cheques for $4,520 to merchandise creditors, on which payment was stopped
when bank applied cash on deposit against its loan, have not been adjusted on
the above trial balance.
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Assets

$24,472

$ 9,860
300
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T otal .....................................................................

Net free assets .............................................................
Deficiency to unsecured creditors (79.86%)...........

“ B ” Corporation

---------

$39,930

6,270
------$ 8,042
31,888

$ 5,582
7,500
1,230
--------$14,312

Expected
to realize

($5,000).

Preferred liabilities (deducted contra):
Store wages payable.
Office salaries payable,
Real estate taxes payable.
Receiver and trustee administrative expenses

Liabilities

$26,888

Net deficit......................................................
26,888

Total ...............................................................

34,388

$ 7,500

$12,810
4,520

Unsecured liabilities:
Accounts payable ..................................................
Cheques on which payment was stopped ............

“ A ” Corporation ..................................................
Capital:
Capital stock .........................................................
Deficit.....................................................................

4,520

$8,600

Total ...............................................................
Deduct: cheques on which payment was stopped

Overdraft— Camden bank ....................................
Loan payable— Camden bank .............................

Executive salary payable — John Doe ....................
Deduct: loan account ............................................

$39,930

14,640

17,330

4,080

$12,000
240
---------$12,240
9,860 $2,380
---------1,800
300
1,500
---------$ 1,600
7,000

Expected
to rank

14,640

12,810

1,600
7,000

1,800

T otal ...............................................................
Deduct: land and buildings ..................................

Partially secured liabilities:
12,000
Mortgage payable .................................................
240
Mortgage interest accrued ...................................

540
200
530

$24,472

$

value

Book

Statement of affairs June 30, 1933

Total free assets ..........................................................
Deduct: preferred liabilities:
Store wages payable ............................................... $ 540
Office salaries payable ............................................
200
Real estate taxes payable ......................................
530
Receiver and trustee administrative expenses ..
5,000

Assets pledged with partially secured creditors:
Land and buildings —deducted contra.
John Doe, president—loan account—deducted
contra.
Cheques on which payment was stopped-—deducted contra.
Free assets:
5,582
Accounts receivable................................................
7,500
Merchandise inventories ........................................
1,230
Furniture and fixtures ............................................

value

Book

(a)

Solution to problem No. 1, Part II:
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8,510

$12,900

25,000
2,506

$54,994

19,060

$67,894

25,000
11,016

19,060

20,000

20,000

$ 1,550
800

$ 1,550
800

12,500

$67,894

7,500

1,524
10,000
9,500
8,500
14,640

$14,650
1,580

Together

$12,900

15,680

10,000
9,500
7,500

$1,580

Philadelphia

Book values

$12,500

$54,994

1,000
14,640
15,680
7,500

1,524

$14,650

New York

(b)

“ A ” Corporation

$20,000
1,580

Notes payable — Dexter National Bank, Philadelphia .............................................................................
Deduct: cash on deposit ................................................................................................................................

Totals ........................................................................................................................................................

Unsecured liabilities:
Accounts payable ...........................................................................................................................................
Liability as guarantor on the mortgage of " B ” Corporation— (79.86% of deficiency of $2,380)..........
Capital:
Capital stock ................................................ .................................................................................................
Profit and loss— deficit ..................................................................................................................................

$12,500
5,200

Preferred liabilities — (deducted contra) :
Wages payable.
Taxes payable.
Estimated cost of liquidation of New York Company and Philadelphia branch — ($4,000).
Partially secured liabilities :
Loans payable ................................................................................................................................................
Deduct: Securities pledged—estimated value ...........................................................................................

$46,681

19,060
1,901

18,420

$ 7,300

Expected
to rank

$46,681

Totals ..........................................................................................................................................................
Liabilities

$11,798
34,883

6,350

$ 18,148

$1,524
6,200
4,675
2,800
2,949

to realize

Net free assets ....................................................................................................................................................
Deficiency to unsecured creditors (74.73%) ..................................................................................................

Total free assets .................................................................................................................................................
Deduct: preferred liabilities:
Wages payable ............................................................................................................................................. $ 1,550
Taxes payable .................................................................................................................................................
800
Estimated cost of liquidation .......................................................................................................................
4,000

Expected
Assets
Assets pledged with partially secured creditors:
Securities (at cost) deducted contra.
Cash — Dexter National Bank, Philadelphia—deducted contra.
Free assets:
Cash— New York Trust Co ...........................................................................................................................
Accounts receivable.......................................................................................................................................
Merchandise inventory ..................................................................................................................................
Furniture and fixtures ...................................................................................................................................
Advances— “ B ” Corporation (20.14% of $14,640)....................................................................................
Advances— Inter-branch ...............................................................................................................................
Capital stock — “ B ” Corporation ...............................................................................................................

Statement of affairs June 30, 1933
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“B” Corporation—Alleged bankrupt
Assets are at estimated realizable value
Accounts receivable........... $ 5,582
Overdraft—Camden bank. $ 1,600
Land and building..............
9,860
Loan payable—Camden
Merchandise inventory,
bank......................
7,000
June 30, 1933...................
7,500
Store wages payable...........
540
Furniture and fixtures. . . .
1,230
Office salaries payable. . . .
200
John Doe, president—loan
Executive salary payable—
account.........................
300
President..................
1,800
Deficit................................... 34,388
Mortgage payable..............
12,000
Mortgage interest accrued.
240
Real estate taxes payable..
530
Accounts payable...............
12,810
“A” Corporation................ 14,640
Capital stock...............
7,500
$58,860

$58,860

The salary of John Doe, the president, is $6,000 per annum. The store
wages and office salaries are for the two weeks ending June 30, 1933. The
“A” Corporation is guarantor on the mortgage and “ B ” Corporation is on the
mortgage bond.
Having engaged your services, the committee has instructed you to prepare,
from the above information, statements showing (a) the probable amount
which should be available for unsecured claims against “B” Corporation, and
(b) the probable amount which should be available for creditors of “A” Cor
poration in the event of liquidation.
(For solution see pages 222 and 223)
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THEORY AND PRACTICE OF MODERN TAXATION, by W. R. Green.
Commerce Clearing House. 266 pages. 1933.

The author of Theory and Practice of Modern Taxation seems to think that
the present federal income-tax law was born in heaven. Almost at the very
beginning of the book it is said that during the life of Adam Smith “in imposing
taxation the principal question . . . seemed to be merely whether the tax
would bring the desired revenue and not provoke the resentment of the wealthy
and powerful,” and that “it is only in comparatively recent years that taxes
have been considered from a scientific standpoint by the authorities which
imposed the taxes.”
In political matters not the wealthy but the many not-wealthy are now
the powerful; the incidence of taxation has moved conversely with political
power and still bears most heavily on the (politically) most defenseless class.
Is opportunism, then, a science?
Individual persons paying income tax in 1929 were less than two per cent of
the total population. The author (page 73) says that if the tax were collected
on all incomes the irritation and aggravation caused by its necessary require
ments would make it the most hated tax ever imposed. There is no reason to
think that the tax is less hated by those who do pay it—rather they hate it the
more because they are a selected few to be taxed.
Apart from his infatuation for the United States income-tax law Judge
Green has produced a short history and review of American and European
non-local taxes that is remarkably clear, instructive and thorough, written in a
style that is read with comfort, at least by those who do not worry about a few
split infinitives. The excellent typography adds to the pleasure of reading.
The author believes that income taxes can be so imposed that they will
be borne permanently by the direct taxpayer; that the “income tax is one that
is shifted, if at all, only in very exceptional cases.” Yet corporation reports
almost universally state profits “after depreciation, taxes and other fixed
charges.”
On page 80 is to be found the statement that the “great bulk of the taxable
incomes of the United States and Great Britain comes from dividends on
corporation stock and interest on bonds and other securities issued by corpora
tions.” United States treasury Statistics of Income for 1929, the latest year
available, gives for the year 1929 total taxed income $29,946,952,209 of which
$4,786,000,000 was dividendsand $2,210,000,000 was interest of all kinds and
miscellaneous income. This, in 1929 when dividends amounted to some
thing; in 1933 the comparison would be still further from the condition imag
ined by Judge Green.
Besides the income tax the author discusses excess-profit, sales, corporation,
capital-gain, customs and inheritance taxes and the evasions and avoidances of
each. The author disapproves of the taxpayer who takes advantage of legal
rights which are not supported by equitable rights, but has no condemnation
for parallel action by the federal government. He does not approve of excess
profit taxes except in time of distress, but he does approve of graduated taxes on
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personal incomes. Sales taxes are not wholly approved or disapproved. Taxes
on capital gains are not only approved but the imposition on them of a rate of
tax higher than that on other income is suggested. The gift tax is approved.
Consolidation of corporate accounts for taxation is strongly disapproved;
it is contended that this has greatly reduced the revenues and complicated
the application of the law, and that there are many serious objections to it and
there is little that can be said in its favor.
Following the discussion of American tax laws, chapters on British and
French tax laws are given. In comparing American with British income-tax
laws emphasis is laid on the superior honesty of British taxpayers and tax
gatherers, so that although the British law is said to be far inferior to ours its
administration is said to be more economical, more free from scandals and
lawsuits and less inquisitorial. The resentment of intrusion into his private
affairs by a Britisher is said to have no counterpart in this country; but, if it
be true that we as a nation do not resent government inquisition into private
affairs as much as any other nation we must have changed sadly.
Only American and European practice is considered; a bright light on the
effect on tax collection of business and government honesty might have been
thrown by the methods of the Japanese. Prior to the war the tax on industry
—the “eigyo zei"—was a tax intended to charge to each establishment an
amount covering the cost of government service rendered, profit or loss being
ignored. Each was to pay for what he got, no more. For this purpose the tax
gatherer visited each place of business and in conference with the taxpayer
fixed a tax, based on floor space occupied, amount of business done at home
and abroad, number of employees, payroll and some other factors, including a
factor for the kind of business conducted, the tax so fixed being a maximum,
conclusive on the government but appealable by the taxpayer. There were
few appeals; there was no fear or suspicion of collusion between tax gatherers
and taxpayers. Disputed hangovers, such as we are used to, did not occur, and
there was no possibility that the government would, after years, suddenly
decide to demand more tax. Of course, collection in those circumstances was
economical.
Upon the whole this book is a well written popular history and review of
American and European national taxes, finding a verdict that the American
federal tax laws are the best of all laws, and, if they do not work out—well, it
is because of the depravity of taxpayers and the incompetence of tax collectors.
F. W. Thornton

MONEY AND BANKING, by Frederick A. Bradford. Longmans, Green
& Co., New York. 534 pages. 1934.
The economic series of Longmans, Green & Co. contained two books,
Money and Banking; now these two books, each still complete by itself, are
issued bound together in one cover. The work has been carried up to early
1933, but not up to the beginning of the debasement of our currency.
MONEY:

Professor Bradford is an economic conservative; he still believes in
ordinary honesty. He says of legal tender that it is a right extended by law
to certain types of money which makes such money valid in the payment of
debts provided there is no Agreement or contract to the contrary.
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After some very clear chapters on the uses of money there is given (page
200) consideration to Carl Snyder’s index of the general price trend, going
back to 1887, published by the federal reserve bank of New York. The
chart of Snyder makes it clear that from 1887 the price level advanced
steadily up to the war. Taking 75 as the 1887 index, it rose to 100 in 1915
and then swelled to 175 in 1926, which was very far above the normal pro
gressive increase to be expected from prior experience. We are still far
above a normal price range.
The book was primarily a college text-book and so devoted attention to
statements of fact and of the several theories that have had some acceptance
rather than to advancement of any specific theory. All are given fair
consideration. One who reads can scarcely avoid a growing feeling that he
could trust Professor Bradford out of sight with a five-dollar bill, perhaps
even with a five-dollar gold piece.
The matter for study covers the field adequately and there are excellent
bibliographical notes with valuable comment on the relative importance of
study of the books mentioned.
The wrapper says that the chapters are followed by bibliographical notes
and sets of questions. The notes are there but not the questions. Prob
ably the questions are omitted because this edition is for general use and not
especially for students. The misstatement is the publishers and not that
of the author.
I think this a text-book to be recommended—highly recommended.
BANKING:

Criticism of opinions and conclusions as to technical banking given in a
text-book should emanate from a practical banker. It may safely be said
that the style and fullness of detail and the detached attitude of mind of the
author are the same as in the case of the book Money. There is an excellent
history of banking up to early 1933, and comments on the banking situa
tions made by recognized authorities are freely cited. The author continues
to give the same impression of clear, honest thinking that marks the first
section of the volume.
So far as it may be permissible for a non-banker to give any verdict
I should award the book Grade A.
F. W. Thornton
FINANCIAL HANDBOOK—second edition—by Robert H. Montgomery.
The Ronald Press Co., New York. 1,628 pages. 1933.
Reviewing a book such as the second edition of Financial Handbook is not
a task to be undertaken lightly. On the other hand it is something which
it is physically impossible to do thoroughly and completely. Naturally
much the same ground is covered in the second edition as was covered by the
first, but it is covered a little differently and several new topics have been
discussed. In all the twenty-nine sections of the second edition, there is not
one on which the accountant can afford to be ill-informed. In fact a gen
eral survey of the book gives the impression that the dividing line between
finance and accountancy is so vague as to be almost indistinguishable. One
of the most notable sections is No. 18 “ Banking organization and practices,”
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particularly for its clear and comprehensive historical statement of the basis
of the various types of money composing the circulating medium of the
United States. While the editors can not tell us, any more than anyone else
can, where we are going, they at least give a good description of the place we
have left and give us landmarks to tell how far we have departed from our
old basis. This is done in the course of a few pages where most authors
would need to write a good sized book.
Another interesting section is No. 4 “Working capital management.”
Here it would seem that Financial Handbook is far ahead of most accounting
writing on this subject. The editors are under no illusions as to the avail
ability of current assets for purposes other than those of the business and
they do not recognize the mortuary point of view of the average banker.
It is refreshing to see that the editors agree that current assets are not
periodically liquidated and replaced but that the same investment in current
assets keeps circulating through the business in a continuous cycle. Every
intelligent business man has known this for many years, but it has not often
been stated and, even then, seldom so clearly as in this second edition of
Financial Handbook.

While the titles of many of the sections have been altered and the sections
have been arranged in what seems to be a more logical order, there does not
appear to be anything of importance in the first edition which is not treated
in the second. Although several new topics are discussed in the second
edition, the size has actually been reduced, the second section containing
1,628 pages as against 1,757 in the first.
It is quite probable that one could prepare a much better review of this
book a year from now than at the present time, as by that time he will have
consulted the book frequently as particular points arise where such an au
thority is needed. It is obvious that anything like a full review of a monu
mental work of reference such as this would be difficult to write and probably
impossible to read. It is hoped, however, that this brief result of some
random dippings into the book will convince the average practising account
ant, as well as corporation officers having to do with financial matters, that
they can hardly afford to be without the second edition of Financial Hand
book.

Maurice E. Peloubet
PROCEEDINGS OF THE INTERNATIONAL CONGRESS ON AC
COUNTING, LONDON, 1933, Gee & Co., London. 747 pages.
The international congress on accounting, held in London from the 17th
to 21st of July, 1933, was distinguished by two outstanding characteristics.
To those who attended the meeting the extremely elaborate arrangements
which had been made for the entertainment of visitors was peculiarly note
worthy. The other important characteristic was the general excellence of
the papers which were presented. This, of course, is the principal accom
plishment of the congress so far as the world of accountancy is concerned.
At all such meetings there is a tendency to be too liberal in the provision of
technical addresses, and if there be any adverse criticism to be offered of the
recent meeting in London it would be that there were so many papers and all
of them of such importance that no one could possibly absorb the full import
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of all of them at the time of the meeting. Probably very few delegates
listened to every discussion, but even if they had done so there would still be
the necessity of making a compilation of the addresses and the principal
discussions and publishing it in permanent form as a book of reference. The
proceedings of the London meeting have now appeared in book form, printed
by Gee & Co., of London. The volume consists of 747 pages and it is,
of course, well produced. It is not the kind of work which lends itself to
analytical review. One might almost as readily attempt to analyze the
Encyclopaedia Britannica. However, it is an essential book in the literature
of accountancy and should be on the shelf of every public accountant, cost
accountant and in the accounting department of every company.
It is interesting to note that 49 societies of accountants accepted invita
tions to the congress, appointing 90 delegates, and there were in addition 79
visitors outside the British Isles. Twenty-two countries were represented.
A. P. R.
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[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted

by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
BALANCE-SHEET TREATMENT OF PURCHASES OF STOCK
Question: The certificate of incorporation of a certain corporation reads in
part as follows:
“ The preferred stock shall be subject to redemption by the corporation in
whole or in part on any dividend date by the payment of one hundred and
twenty dollars for each share redeemed, together with all accrued unpaid
cumulative dividends to the date of redemption. For such redemption, a
preferred stock redemption fund shall be created by setting aside to the credit
of such fund out of surplus profits, whenever a dividend is declared and paid
on the common stock, an amount at least equal to fifty per cent of the dividend
so declared and paid, but the aggregate of such amounts in any one year shall
not exceed ten thousand dollars. No stock shall be redeemed under circum
stances which would produce an impairment of the capital stock of the cor
poration. In case of the redemption of less than all the outstanding preferred
stock, the board of directors, by lot or otherwise, may designate the shares to
be redeemed, and the redemption, whether in whole or in part, shall be upon
such notice and subject to such regulations not inconsistent with the provisions
hereof or with the provisions of the preferred stock certificate, as the board of
directors may prescribe. Certificates for preferred stock called for redemption
shall be presented by the holders thereof at the office or agency of the corpora
tion on the date fixed for redemption and on payment thereof shall be can
celed and the stock represented thereby shall not be reissued. Stock called
for redemption shall not participate in any dividends declared after redemp
tion date, or in any distribution of assets of the corporation, provided that
funds shall be provided by the corporation at its office or agency for the redemp
tion thereof, on demand on or after the redemption date.
“ The corporation may purchase its preferred stock from time to time, but
only out of surplus profits, at a price not to exceed one hundred and twenty
dollars per share, together with all accrued unpaid cumulative dividends to
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the date of purchase. Preferred stock so purchased shall not be reissued and
shall not participate in dividends declared after date of purchase.
“ Whenever all accrued dividends payable on preferred stock shall have been
paid or declared and funds therefor set apart, and all payments to the pre
ferred stock redemption fund shall have been made or provided for, the board
of directors may declare dividends on the common stock payable then or
thereafter, out of the remaining surplus and net profits.”
Questions 1 and 2 have to do with the first paragraph only.
Questions 3 and 4 have to do with the first and second paragraphs.
In all cases it is assumed that the stock has not been actually canceled, as it
is not desired to amend the article of incorporation each time stock is purchased.
The stock, however, is purchased for cancellation and is to be so considered in
the answers.
On January 1, 1920, a corporation having started business in December,
1919, showed the following balance-sheet:
Assets

Cash, plant, etc........................................................................................

$500,000

Liabilities

Accounts payable, etc.............................................................................

$100,000

Capital

Capital stock:
Preferred, 6% cumulative, authorized, issued and
outstanding, 3,000 shares $100 par value each. . . . $300,000
Common, no par value, authorized, issued and out
standing, 10,000 shares...........................................
100,000

400,000

$500,000
During the year 1920 the income and surplus account showed the following:
Net profits, 1920...................................................................................... $ 90,000
Cash dividends on—
Preferred stock........................................................
$ 30,000
Common stock.............................................................
10,000

Appropriation for preferred stock retirement..............

Balance of earned surplus Dec. 31, 1920........................

$ 40,000
10,000

50,000

$ 40,000

At the end of the year, December 31, 1920, we have the following balancesheet:
Assets
Cash, plant, etc........................................................................................
$540,000
Unexpended balance (cash) in preferred-stock redemption fund...............................................................................................
10,000

$550,000
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Liabilities

Accounts payable, etc.........................................................
Capital stock:
Preferred, 6% cumulative, authorized, issued and
outstanding, 3,000 shares, $100 par value each. . . $300,000
Common, no par value, authorized, issued and out
standing, 10,000 shares...........................................
100,000

$100,000

$400,000

Earned surplus................................................... $40,000
Earned surplus appropriated for retirement
of preferred stock......................................
10,000

50,000

450,000

$550,000

Question 1: If in January, 1921, a profit of $10,000 was earned and eighty
(80) shares of preferred stock were purchased for and by the retirement fund
at $120 a share, how should the balance-sheet at January 31, 1921, be prepared?
Question 2: If in January, 1921, a profit of $10,000 was earned and one hun
dred and sixty (160) shares of preferred stock were purchased for and by the
retirement fund at $50 a share, how should the balance-sheet at January 31,
1921, be prepared?
Question 3: If in January, 1921, a profit of $10,000 was earned and eighty
(80) shares of preferred stock were purchased for and by the retirement fund
at $120 a share, and 200 shares were purchased under the second paragraph at
$110 a share, how should the balance-sheet at January 31, 1921, be prepared?
Question 4: If in January, 1921, a profit of $10,000 was earned and 160
shares of preferred stock were purchased for and by the retirement fund at
$50 a share, and 200 shares were purchased under the second paragraph at $75
a share, how should the balance-sheet at January 31, 1921, be prepared?
Answer: It seems to us that the balance-sheets at January 31, 1921, under
the respective conditions would be as follows—assuming that the $10,000
profit in January, 1921, is to be represented in the item, “cash, plant, etc.”:
Assets
1

2

3

4

Cash, plant, etc............................. ... $550,000 $550,000 $528,000 $535,000
Unexpended balance in stock re400
2,000
400
demption fund.......................
2,000
$550,400 $552,000 $528,400 $537,000
Liabilities
1

2

3

4

Accounts payable, etc................... ... $100,000 $100,000 $100,000 $100,000
Preferred stock outstanding.... . . . 292,000 284,000 272,000 264,000
Common stock outstanding........ ... 100,000 100,000 100,000 100,000
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Earned surplus.................................... $ 50,000 $ 50,000 $ 28,000 $ 35,000
Earned surplus appropriated for re
tirement of preferred stock........
8,400
18,000
28,400
38,000

$550,400 $552,000 $528,400 $537,000
Undoubtedly the principal questions in the correspondent’s mind, which
have been answered in the foregoing, are the treatment of the premium and
discount on the purchases of stock and treatment of purchases in excess of
previous appropriation for purchase of preferred stock. Inasmuch as the
appropriations which are required to be made from surplus concern the cash
to be expended for the purchase of stock, and not the par value of the stock,
we have charged premiums and credited discounts to the appropriated surplus
account; and when the purchases were not made from the redemption fund,
but from the general funds of the company, we have given effect to a transfer
from earned surplus to appropriated surplus of the amount of cash expended.
It might not be necessary to appropriate from earned surplus the entire amount
of such purchases made from the general fund, but to appropriate only any
amount needed in excess of the balance in the appropriated surplus account;
but sooner or later earned surplus would have to be charged with all amounts
expended for the purchase of stock, and it would seem desirable to make
appropriations currently as the stock is purchased.
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